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Canada’s Inflation-Control Strategy’ 


Inflation targeting and the economy 


The Bank's mandate is to conduct monetary policy to pro- 
mote the economic and financial well-being of Canadians. 


Canada’s experience with inflation targeting since 1991 
has shown that the best way to foster confidence in the 
value of money and to contribute to sustained economic 
growth, employment gains and improved living standards 
is by keeping inflation low, stable and predictable. 


In 2011, the Government and the Bank of Canada renewed 
Canada’s inflation-control target for a further five-year 
period, ending 31 December 2016. The target, as measured 
by the total consumer price index (CPI), remains at the 

2 per cent midpoint of the control range of 1 to 3 per cent. 


The monetary policy instrument 


The Bank carries out monetary policy through changes 

in the target overnight rate of interest.* These changes 

are transmitted to the economy through their influence 

on market interest rates, domestic asset prices and the 
exchange rate, which affect total demand for Canadian 
goods and services. The balance between this demand and 
the economy’s production capacity is, over time, the pri- 
mary determinant of inflation pressures in the economy. 


Monetary policy actions take time—usually from six to 
eight quarters—to work their way through the economy 
and have their full effect on inflation. For this reason, 
monetary policy must be forward looking. 


Consistent with its commitment to clear, transparent 
communications, the Bank regularly reports its perspec- 
tive on the forces at work on the economy and their 


implications for inflation. The Monetary Policy Report 

is akey element of this approach. Policy decisions are 
typically announced on eight pre-set days during the 
year, and full updates of the Bank's outlook, including 
risks to the projection, are published four times per year 
in the Monetary Policy Report . 


Inflation targeting is symmetric and flexible 


* Canada’s inflation-targeting approach is symmetric, which 
means that the Bank is equally concerned about inflation 
rising above or falling below the 2 per cent target. 


* Canada’s inflation-targeting framework is flexible. 
Typically, the Bank seeks to return inflation to target over 
a horizon of six to eight quarters. However, the most 
appropriate horizon for returning inflation to target will 
vary depending on the nature and persistence of the 
shocks buffeting the economy. 


Monitoring inflation 


* Inthe short run, a good deal of movement in the CPI is 
caused by fluctuations in the prices of certain volatile 
components (e.g., fruit and gasoline) and by changes in 
indirect taxes. For this reason, the Bank also monitors a 
set of “core” inflation measures, most importantly the 
CPIX, which strips out eight of the most volatile CPl com- 
ponents and the effect of indirect taxes on the remaining 
components. These “core” measures allow the Bank to 
“look through” temporary price movements and focus on 
the underlying trend of inflation. In this sense, core infla- 
tion is monitored as an operational guide to help the Bank 
achieve the total CPI inflation target. It is not a replace- 
ment for it. 


See Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the Inflation-Contro! Target (8 November 2011) and 
Renewal of the Inflation-Control Target: Background Information—November 2011, which are both available on the Bank's website. 


When interest rates are at the zero lower bound, additional monetary easing to achieve the inflation target can be provided through three unconven- 
tional instruments: (i) a conditional statement on the future path of the policy rate; (ii) quantitative easing; and (iii) credit easing. These instruments 
and the principles guiding their use are described in the Annex to the April 2009 Monetary Policy Report. 


The Monetary Policy Report is available on the Bank of Canada’s website at bankofcanada.ca. 
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This is a report of the Governing Council of the Bank of Canada: 
Mark Carney, Tiff Macklem, John Murray, Timothy Lane and Agathe Cdté. 


“Achieving our objective will mean delivering a path of policy 
that adjusts as economic circumstances evolve.... Our goal, 
as always, is to ensure that households, firms and investors 
can make their decisions in a stable macro environment.” 


— Mark Carney 


Governor, Bank of Canada 
11 December 2012 
Toronto, Ontario 
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The global economic outlook is slightly weaker than the Bank projected in its “The global economic outlook 
October Monetary Policy Report. At the same time, global tail risks have is slightly weaker... 


diminished. The economic expansion in the United States is continuing at a 
gradual pace, restrained by ongoing public and private deleveraging, global 
weakness and, more recently, by the uncertainty related to fiscal negotiations. 
Despite a marked improvement in peripheral sovereign debt markets, Europe 
remains in recession, and recent indicators point to a Somewhat more pro- 
tracted downturn than expected in October. While growth in China is 
improving, economic activity has been slowing further in some other major 
emerging economies. 


<« ...at the same time, global 
tail risks have diminished 


Global economic growth is estimated to have slowed markedly in 2012, 
falling to 3.0 per cent, from 3.9 per cent in 2011. In 2013, the global economy 
is projected to continue to grow modestly, at a rate of 2.9 per cent, before 
picking up to 3.5 per cent in 2014 (Table 1). The Bank’s base-case scenario 
is predicated on the assumptions that the crisis in the euro area will remain 
contained and that a severe tightening of U.S. fiscal policy will be avoided. 
Overall, recent developments support these assumptions. 


Table 1: Projection for global economic growth 


i b 
Share of real global —____ piiccied GroweDiPeh Cen ime a. 


World 


GDP? (percent) 1s 4201F 7 4) £20128 2013 et 2014 
UnitedStates | 19 &©»| 180.8 | 2304) | 21203) | 3182) __ 
Euroarea a easy | Moacosel daa) o8co 
Japan covampa: ~ | .95¢07) | 2022) | 100.0) | 120.1) 
China 14 930.3) | z8(76 | 78(77) | 77 (77) 
Rest of the world 47 43(43) | 3132) | 3031) | 35(3.3) 
) 5 (3 


100 edna |r 3.9 (3.8) 


a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity 
(PPP) valuation of country GDPs for 2011. 


Source: IMF, World Economic Outlook, October 2012 
b. Numbers in parentheses are projections used for the October 2012 Monetary Policy Report. 
Source: Bank of Canada 


Considerable excess capacity in some advanced economies and the 
absence of underlying inflationary pressures have led central banks in these 
countries to undertake additional unconventional measures while main- 
taining historically low policy interest rates (Chart 1 and Chart 2). Supported 
by these actions and by positive policy developments in Europe, global 
financial conditions have improved, and commodity prices have stayed at 
historically elevated levels. 
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Chart 1: Policy interest rates are at historically low levels in advanced 
economies... 


Policy interest rates, daily data 
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Note: On 5 October 2010, the Bank of Japan changed the target for its policy rate from 0.1 per cent to a range 
of 0.0 to 0.1 per cent. The U.S. Federal Reserve has been maintaining a target range for its policy rate of 
0.0 to 0.25 per cent since 16 December 2008. 


Sources: Bank of Canada, U.S. Federal Reserve, 


European Central Bank and Bank of Japan Last observation: 18 January 2013 


Chart 2: ...and some central banks have undertaken additional 
unconventional measures 
Central bank assets relative to GDP, quarterly data 
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Sources: Bank of Canada, Statistics Canada; U.S. Federal Reserve, U.S. Bureau of Economic Analysis; 
European Central Bank, Eurostat; Bank of England, U.K. Office for National Statistics; Bank of Japan, 
Cabinet Office of Japan Last observation: 2012Q3 


Global Financial Conditions 


Global financial conditions have improved since the last Report and are 
increasingly supportive of growth. Investors continue to be cautious, how- 
ever, reflecting ongoing concerns about the prospects for global economic 
growth, policy implementation in the euro area, and uncertainty surrounding 
the U.S. fiscal outlook and debt-ceiling negotiations. Trading volumes 
across asset classes have generally been low in recent months, with many 
market participants preferring to sit on the sidelines. 
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Chart 3: Yields in peripheral euro-area economies have 
declined sharply... 
Yields on 10-year sovereign bonds, daily data 
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Source: Bloomberg Last observation: 18 January 2013 
In the euro area, positive developments have led to a significant easing in finan- “ Significant risks 
cial conditions since the October Report. Euro-area finance ministers (the nevertheless remain 


Eurogroup) have agreed to disburse the next loan tranche to Greece from the 
European Financial Stability Facility (EFSF) and to further support Greece’s debt 
sustainability by lengthening the term of the loans and lowering the interest rate.' 
European Union finance ministers also reached an agreement on a common 
bank supervisory framework for the euro area. In light of these and other 
developments, funding conditions have improved for European banks. Moreover, 
peripheral euro-area sovereign bonds and European equity markets have per- 
formed well since the October Report. Yields on 10-year bonds for most periph- 
eral euro-area countries have declined sharply, returning to levels recorded in 
late 2010 (Chart 3), and euro-area stock market indexes have outperformed 
those of most other major economies (Chart 4). Significant risks nevertheless 
remain. There are signs of continuing fragmentation in the European financial 
system, which is contributing to a divergence in borrowing rates across coun- 
tries, and the most recent bank lending survey in the euro area suggests that 
banks continue to tighten credit standards on loans to businesses. 


In the United States, the Federal Reserve announced its intention to provide « The Federal Reserve announced 
further policy accommodation through purchases of longer-term Treasury its intention to provide further 
securities at a pace of US$45 billion per month.? This new initiative, which policy accommodation 


replaces the recently expired Maturity Extension Program, was in line with 
market expectations. The Federal Reserve also modified its forward guid- 
ance by linking future rate increases to specific thresholds for economic 
indicators (instead of providing a conditional time horizon). The federal funds 
rate is thus expected to stay at exceptionally low levels at least as long as 
the unemployment rate remains above 6.5 per cent, subject to projected 
inflation one and two years ahead remaining below 2.5 per cent and longer- 
term inflation expectations continuing to be well anchored. 


1 Member states authorized the release of the instalment, and it was formally approved by the Eurogroup 
on 13 December 2012. The IMF Executive Board also completed its reviews of Greece’s economic 
performance under an Extended Fund Facility program, and approved the disbursement of the loan 
payment on 16 January 2013. 


2 This is in addition to the previously announced purchase of agency mortgage-backed securities at a 
pace of US$40 billion per month. 
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Chart 4: ...while global equity prices have risen 
Index: 3 January 2012 = 100, daily data 
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Chart 5: Yields on U.S. corporate debt are near record lows... 
Yields to maturity on U.S. corporate bonds, daily data 
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Source: Merrill Lynch Last observation: 18 January 2012 
Sentiment has improved in U.S.» Sentiment improved in U.S. financial markets following the partial resolution 


financial markets 


of the fiscal cliff, with yields on Treasuries and other major government 
bonds increasing markedly, especially at the long end of the yield curve. 
U.S. financial conditions nevertheless remain supportive of growth, with 
corporate credit yields near record-low levels despite the rise in Treasuries 
(Chart 5). U.S. high-yield spreads have narrowed further, and issuance has 
remained exceptionally robust, underpinned by strong investor demand for 
corporate bonds (Chart 6). While the debate over the fiscal cliff put down- 
ward pressure on U.S. equity prices toward the end of 2012, they have since 
rebounded, reflecting the recent improvement in market sentiment. 


Chart6: ...and U.S. corporate bond issuance has been robust 
Global corporate issuance placed in U.S. dollars, quarterly data 
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Source: Bloomberg Last observation: 2012Q4 


United States 


U.S. GDP growth accelerated to 3.1 per cent in the third quarter of 2012. 
Temporary increases in defence spending and a strong contribution from 
inventory investment more than offset a decline in business fixed invest- 
ment, which partly reflected ongoing uncertainty surrounding the future 
course of fiscal policy. However, the Bank estimates that U.S. GDP growth 
slowed sharply in the fourth quarter of 2012, dampened by weak external 
demand, the persistent drag from elevated uncertainty and the effects of 
Hurricane Sandy. 


The pace of U.S. economic activity is expected to improve gradually through 
2013 and 2014. On an average annual basis, GDP growth is projected to 
reach 2.1 per cent in 2013 and 3.1 per cent in 2014, revised down slightly 
from the October Report. Growth is supported by highly accommodative 
monetary policy, a reduction in uncertainty associated with fiscal policy, 
continuing improvement in the housing market and a gradual pickup in 
external demand. Nevertheless, fiscal consolidation and, to a lesser degree, 
household deleveraging will continue to restrain activity. Overall, the U.S. 
economy Is projected to expand at a relatively modest pace, consistent with 
other economies that have experienced severe financial crises (Chart 7). 


Fiscal consolidation will exert a significant drag on U.S. economic growth, 
as expected in the October Report. Although the adoption of the American 
Taxpayer Relief Act of 2012 means that the fiscal cliff has, to a large extent, 
been avoided, negotiations on other important issues are ongoing, and 
much uncertainty remains. The Bank continues to assume that U.S. fiscal 
policy will subtract roughly 1.5 percentage points from growth in both 

2013 and 2014 (Box 1). 


U.S. households have made considerable progress in repairing their balance 
sheets (Chart 8). However, while the drag from household deleveraging is 
expected to diminish over the projection horizon, tighter fiscal policy and a 
gradual improvement in employment suggest that consumer expenditures 
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of heightened uncertainty 
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will grow only modestly. Residential investment, in contrast, has rebounded 
strongly in recent quarters, albeit from historically low levels. Home-builder 
sentiment has improved significantly, and the number of housing starts is 
well above the level recorded a year ago (Chart 9). Underlying demographic 
demand and significantly improved affordability are expected to boost resi- 
dential construction over the projection horizon. 


U.S. business fixed investment slowed markedly through the first three 
quarters of 2012 as a result of the heightened uncertainty associated with 
the fiscal outlook (Chart 10). A rapid increase in investment spending is 


Chart 7: U.S. real GDP growth is projected to remain modest 
U.S. real GDP across economic cycles; start of recession = 100, quarterly data 
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Note: The Big Five modern financial crises, as described in Reinhart and Rogoff (2008), are Spain (1977), 
Norway (1987), Finland (1991), Sweden (1991) and Japan (1992). See C.M. Reinhart and K.S. Rogoff, 

“Is the 2007 U.S. Sub-Prime Financial Crisis So Different? An International Historical Comparison,” 
American Economic Review: Papers and Proceedings 98, no. 2 (2008): 339-44. 

Sources: U.S. Bureau of Economic Analysis, Organisation for Economic Co-operation and Development, 
and Bank of Canada projections 


Chart 8: U.S. households have made considerable progress deleveraging 
Quarterly data 
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Note: U.S. debt calculations include the unincorporated business sector. 
Sources: U.S. Federal Reserve and U.S. Bureau of Economic Analysis Last observation: 2012Q3 


expected in mid-2013, supported by healthy corporate balance sheets and 
record-low corporate yields. The level of investment is projected to be lower 


than was expected at the time of the October Report, however, reflecting a 


larger and more persistent impact from elevated excess capacity and tight 


borrowing conditions in the commercial real estate sector. 


U.S. export growth is projected to remain weak in early 2013, constrained by ’ 
sluggish demand from major trading partners, especially Europe. A gradual 
rebound is expected beginning in the middle of the year as global demand 


Box 1 


U.S. exports are 
somewhat lower than 
previously anticipated 


The Impact of the American Taxpayer Relief Act of 2012 


As expected at the time of the October Report, the so-called 

“fiscal cliff” was avoided by the recently enacted American 
Taxpayer Relief Act of 2012. The “fiscal cliff” refers to a 
number of expiring tax provisions and automatic spending 
cuts (also known as sequestration) that were to come into 
effect in January 2013. According to Bank estimates, these 
measures represented close to US$600 billion (4.1 per cent 
of U.S. GDP) in additional fiscal tightening in 2013. 


While the American Taxpayer Relief Act eliminated most of 
the scheduled tax increases, there were two notable excep- 
tions: (i) upper-income households now face higher tax rates 
on marginal income, capital gains and dividends, starting at 

a threshold of $400,000 for individuals and $450,000 for 
households; and (ii) the 2 per cent payroll tax holiday for all 
individuals was allowed to expire on 1 January. The other tax 
holidays that were set to expire were either made permanent, 
such as the Bush-era income tax cuts for lower- and middle-in- 
come households, or were temporarily extended, as in the case 
of the tax treatment of capital depreciation for businesses. In 
addition, the Alternative Minimum Tax has now been perma- 
nently indexed to inflation. The agreement also prolonged the 


extended unemployment insurance benefits to the end of 2013. 


In total, this agreement by itself represents an estimated fiscal 
tightening of around US$150 billion in 2013, which is in addi- 
tion to some previously agreed-upon consolidation. 


A number of fiscal issues remain unresolved, however. First, 
legislators will have to address the issue of the government's 
debt ceiling by late February. Second, the implementation of 
sequestration (totalling roughly US$80 billion in 2013) has 
been delayed for two months and is expected to be renegoti- 
ated, with most of the impact to be felt after 2013. Finally, 
the U.S. government's current agreement with Congress 

for funding (the “continuing resolution”) expires at the end 
of March; if this issue is left unresolved, it will lead to a gov- 
ernment shutdown of non-essential functions. Some form 

of agreement on these issues is needed before the end of 
February, setting the stage for another round of contentious 
fiscal negotiations. Notwithstanding the elevated uncertainty 
about the result of future negotiations, the Bank judges that 
the 1.5 percentage points of fiscal drag built into its fore- 
cast for 2013 and 2014, as presented in the October Report, 


Chart 1-A: Fiscal consolidation is projected to have a 
significant dampening effect on U.S. economic growth 
through 2014 

Contributions to real GDP growth in percentage points, annual data 
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Note: The contribution of fiscal policy to growth includes both direct 
government expenditures and the indirect effects on other components of 
aggregate demand. 


Sources: U.S. Bureau of Economic Analysis and Bank of Canada calculations 
and projections 


remains a reasonable assumption (Chart 1-A). However, the 
timing of the drag between the two years may be slightly 
different. 


The process of addressing these fiscal issues has resulted 

in a heightened level of uncertainty for U.S. businesses and 
households. While it is difficult to estimate the exact negative 
impact of uncertainty, it appears to be largely responsible for 
the sudden slowdown in the past year in U.S. non-residential 
fixed investment'—a particularly important component of 
U.S. demand for Canadian exporters. Growth in U.S. invest- 
ment spending is expected to accelerate over time as the 
uncertainty related to fiscal policy gradually dissipates. 


1 Investment fell from an average annualized quarterly growth rate of 10 per cent in 
2011 to around 3 per cent in the first three quarters of 2012 
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Chart 9: The U.S. housing market is improving 


Monthly data 
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Note: The Housing Market Index (HMI) is based on a monthly survey of members of the National Association 
of Home Builders and is designed to take the pulse of the single-family housing market. 


Sources: U.S. Census Bureau and 
National Association of Home Builders Last observations: December 2012 and January 2013 


Chart 10: Uncertainty has weighed on U.S. business fixed investment 
Annualized growth rates, quarterly data 


2008 2009 2010 2011 2012 
— Real private non-residential fixed investment 


Source: U.S. Bureau of Economic Analysis Last observation: 2012Q3 


starts to recover. Exports are nevertheless somewhat lower than previously 
anticipated, consistent with downward revisions to the outlooks for both 
Canada and the euro area. Although U.S. imports are expected to pick up 
with the improvement in domestic demand, overseas energy imports will be 
dampened by increased production from domestic sources.* 


Euro Area 


Euro-area GDP contracted by 0.3 per cent in the third quarter of 2012, its 
fourth consecutive decline, and recent indicators point to a deepening 
recession in the fourth quarter. The deterioration in industrial production in 


3 According to the U.S. Energy Information Administration, U.S. oil production is expected to increase 
from 5.65 million barrels per day in 2011 to almost 8 million barrels per day in 2014. 
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Chart 11: Industrial production is declining in core European economies 
Year-over-year growth rates, monthly data 
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Chart 12: Europe is stagnating 


Euro-area real GDP across economic cycles; start of recession = 100, quarterly data 
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Note: The Big Five modern financial crises, as described in Reinhart and Rogoff (2008), are Spain (1977), 
Norway (1987), Finland (1991), Sweden (1991) and Japan (1992). See C.M. Reinhart and K.S. Rogoff, 

“Is the 2007 U.S. Sub-Prime Financial Crisis So Different? An International Historical Comparison,” 
American Economic Review: Papers and Proceedings 98, no. 2 (2008): 339-44. 


Sources: Eurostat, Organisation for Economic Co-operation and Development, 


| and Bank of Canada projections 


_ Germany and France suggests that depressed demand from the peripheral 


countries is increasingly affecting activity in the core countries, especially 
business investment (Chart 11). 


| Despite improving market sentiment, the euro-area economy is expected to 
| remain very weak, with bank deleveraging, fiscal austerity, financial market 
tensions and heightened uncertainty weighing on the growth of domestic 

| demand (Chart 12). Recent data on real activity, as well as the latest bank 


credit data, suggest that the economic recovery will be slower than 
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originally thought, in part because fiscal austerity measures and tight credit 
conditions are taking a greater-than-expected toll on economic activity. 
Euro-area GDP growth in 2013 and 2014 has therefore been revised down to 
-0.3 per cent and 0.8 per cent, respectively. 


Even with some recent moderation, headline inflation remains slightly above 
the European Central Bank’s target of “below, but close to, 2 per cent,” 
boosted by high energy prices and increases in indirect taxes and adminis- 
tered prices in some euro-area countries. However, inflation is expected to 
fall below 2 per cent in 2013 following the runoff of these temporary factors, 
as significant excess Capacity continues to dampen price pressures. 


Although the tail risks associated with Europe have diminished, substantial 
fiscal and structural adjustments will be needed over an extended period to 
contain the crisis and put the euro area onto a sustainable path. As a result, 
market and business confidence will likely be restored only gradually. 


Japan 


Real GDP in Japan fell by 3.5 per cent in the third quarter of 2012, owing 

to a sharp decline in both exports and private domestic demand. While 
some of the recent weakness can be attributed to geopolitical tensions with 
China, the contraction was more pronounced and more broadly based than 
anticipated in October. 


Real GDP is expected to grow at a modest pace through 2013 and 2014. A 
gradual pickup in foreign demand, aided by a return to more normal rela- 
tions with China and the lagged effects of the recent depreciation of the yen, 
is expected to boost economic activity. Domestic demand continues to rely 
on macro policies for growth, with new monetary and fiscal measures more 
than offsetting the waning support from post-earthquake spending on 
reconstruction.* However, the planned increase in the value-added tax on 
consumption is expected to dampen growth in 2014. 


Emerging-Market Economies 


Real GDP growth in China picked up in the fourth quarter, increasing to 

7.9 per cent on a year-over-year basis, consistent with the recent improve- 
ment in industrial production (Chart 13). This rebound follows a gradual 
deceleration over the past three years, driven mainly by reduced growth in 
foreign demand and, more recently, efforts by Chinese authorities to rein in an 
overheated property market. As in the October Report, economic growth is 
expected to stabilize in a range of 7.5 per cent to 8 per cent through 2014, 
supported in the near term by announced fiscal policy measures and strong 
credit growth and, subsequently, by a pickup in global demand. In addition, 
healthy wage increases should help boost domestic consumption. Investment 
growth, on the other hand, is expected to slow gradually, owing in part to 
more modest spending on housing. Policy-makers will likely be cautious 
about providing additional stimulus in order to avoid exacerbating existing 
imbalances in the economy. 


4 Additional fiscal stimulus, including an “emergency stimulus package” of over ¥13 trillion approved by 
the Cabinet on 15 January as part of a supplementary budget incorporating both government spending 
and tax relief measures, and new monetary stimulus announced on 20 December are expected to 
boost GDP growth over the projection period. 


5 Japan’s value-added tax on consumption is projected to increase from 5 per cent to 8 per cent in 
April 2014 and to 10 per cent in October 2015. The new government has indicated, however, that this 
increase will be conditional on the prevailing economic situation. 
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Chart 13: Industrial production in China has picked up 


Year-over-year growth rates, monthly data 
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Note: The growth rate for the steel and power subcomponents is measured from the 3-month moving average 
of the seasonally adjusted series for the production of steel products and power generation in China. 


Sources: China National Bureau of Statistics 
and Bank of Canada calculations Last observation: December 2012 


With consumer price inflation at 2.5 per cent in December, inflationary 
pressures in China remain contained. In coming months, however, rising 
world food prices, caused by severe droughts in a number of major food- 
producing countries, are expected to exert upward pressure on China’s rate 
of inflation. 


In other emerging-market economies (EMEs), such as Brazil, India and Russia, 
the pace of economic activity has continued to slow or has stagnated. Weak 
external demand (particularly from the euro area) is dampening exports. 
Domestically, declining investment growth continues to weigh on activity, 
reflecting slow progress in implementing structural reforms, tight financing 
conditions and, in some cases, the lagged impact of past policy tightening. 


Although some EMEs have entered 2013 with solid momentum, there is still 
significant regional differentiation. The slight improvement in growth pros- 
pects is mainly concentrated in emerging Asia and parts of Latin America, 
while activity in emerging Europe continues to slow, given its close links with 
the euro area. Economic growth in EMEs is thus expected to be relatively 
modest through the first half of 2013 before gradually picking up as export 
markets strengthen somewhat and monetary and fiscal policies provide 
support. New fiscal measures are being implemented in Korea and Brazil, 
and most EMEs have the fiscal capacity to provide additional stimulus if 
needed. 


Commodity Prices 


Global commodity prices remain elevated. Global prices for crude oil, as 
measured by the Brent benchmark, have fluctuated within a relatively narrow 
range since the October Report, and continue to be boosted by tensions in 
the Middle East. Although still depressed by excess supply conditions in 
North America, the West Texas Intermediate (WTI) benchmark has increased 
steadily since mid-December, leading to a narrower discount relative to 
Brent. The latest futures curves suggest a modest decline in Brent crude oil 
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prices over the projection horizon as geopolitical tensions abate, while WTI 
prices are expected to remain relatively flat. Progress toward alleviating the 
current supply glut should result in a further gradual narrowing of the sprea 
between these two benchmarks (Chart 14). 


While natural gas prices are still very low at US$3.50 per million Btu, they 
are well above the decade low recorded in April 2012. This increase largely 
reflects significant progress on the switchover from coal to natural gas for 
electricity generation. Natural gas prices retreated somewhat in December, 


Chart 14: The spread between the Brent and WTI crude oil benchmarks is 
expected to narrow 
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Note: Values for January 2013 are estimates based on the average daily spot prices up to 
18 January 2013. Futures prices are estimates based on an average of futures contracts over 
the two weeks ending 18 January 2013. 


Source: Bank of Canada 


Chart 15: The recovery of the U.S. housing market is driving lumber prices 
higher 
Monthly data 
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Note: Lumber prices refer to 2” x 4” spruce, pine and fir. 


Sources: U.S. Census Bureau and 
Resource Information Systems Inc. Last observation: December 20 
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wing to warmer-than-expected weather conditions, but have rebounded 
scently and are now close to the levels observed at the time of the October 
eport. The futures curve indicates a steady rise in natural gas prices to 
lightly above US$4 per million Btu by the end of 2014, similar to expecta- 
ons in October. 


;ase metals prices are little changed since the last Report, but are expected 
) rise gradually in coming years, supported by continued steady growth in 
lemand from EMEs. Prices for forestry products, in contrast, have surged 

y more than 10 per cent since mid-October and are projected to increase 
irther in tandem with the recovery in the U.S. housing sector (Chart 15). 
though prices for agricultural products are also projected to rise through 
1id-2013, reflecting a delayed increase in livestock prices following the 
lrought in 2012, they should ease thereafter as the supply of grains begins 

9 normalize. Prices for non-energy commodities have been revised up 
lightly over the projection horizon, relative to the October Report. 


mplications for the Canadian Economy 


-xternal demand for Canada’s manufacturing exports remains quite modest 
slative to its pre-recession level, largely because of the still-low level of 
ctivity in the U.S. housing sector.® As the U.S. housing market recovers and 
usiness investment activity strengthens, the foreign activity measure Is 
xpected to accelerate and grow at a faster pace than U.S. GDP (Chart 16). 
Jwing to the downward revision to the projected profile for U.S. business 
xed investment, the level of external demand for Canadian goods is antici- 
ated to remain below expectations at the time of the October Report. 


espite rising WTI oil prices, the Bank of Canada’s commodity price index 
3CPI) is little changed since mid-October, with the marked decline in the 
rices received by Canadian producers of heavy crude oil offsetting the 
harp increase in the prices of forestry products (Chart 17). Constraints on 


-hart 16: The foreign activity measure is expected to grow at a faster 
pace than U.S. real GDP 
Index: 2007Q4 = 100, quarterly data 


2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 


— Foreign activity measure U.S. real GDP 


ources: U.S. Bureau of Economic Analysis and Bank of Canada calculations and projections 


The foreign activity measure has recovered only 60 per cent of the decline recorded during the 
2008-09 recession. The foreign activity measure captures the composition of foreign demand for 
Canadian exports by weighting the various components of U.S. private final domestic demand and 
economic activity in other countries according to their importance for Canada’s trade. 
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Chart 17: The Bank’s commodity price index is little changed, on balance 


Bank of Canada commodity price index (rebased to January 2003 = 100), 
monthly data 
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Source: Bank of Canada Last observation: 18 January 2012 


pipeline capacity and refinery outages have pushed the price of Western 
Canada Select (WCS) down from US$78 per barrel to slightly less than 
US$60 per barrel. These developments have put pressure on Canada’s 
terms of trade and real gross domestic income, and have contributed to the 
recent slowdown in engineering investment in Canada (Box 2, page 26). 


The BCPI is expected to rise modestly over the projection horizon, as WCS 
prices move higher in response to easing constraints on refinery and pipe- 
line capacity. Gradually rising prices for natural gas and base metals, as 
well as further gains in the prices of forestry products, are also expected to 
contribute to the increase in the BCPI. Given the lower projected prices for 
domestically produced oil, however, the BCPI is expected to remain below 
the level anticipated at the time of the October Report over most of the 
projection horizon. 


Canadian Dollar 


The Canadian dollar has traded within a relatively narrow range since the 
October Report, averaging 101 cents U.S. (Chart 18), the same level as 
assumed in October. It is assumed to remain at this level over the projection 
horizon. 


GLOBAL ECONOMY 15 


hart 18: The Canadian dollar has traded in a relatively narrow range 
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[he slowdown in the Canadian economy in the second half of 2012 was more 
»ronounced than the Bank had anticipated at the time of the October Report. 
n particular, exports and business fixed investment have been weaker 

Chart 19), reflecting both foreign and domestic developments. While global 
ail risks have diminished, foreign demand has been more subdued than 
>xpected. At the same time, the less-favourable prices received by Canadian 
2nergy producers, together with the continued elevated level of uncertainty, 
vave led to slower growth in final domestic demand. As anticipated, Canadian 
1ouseholds have shown a more cautious attitude toward spending. 


[he Bank projects a return to above-potential growth in the Canadian economy 
hrough 2013, supported in particular by rebounds in business fixed investment 
and exports. The projected level of exports nonetheless remains below its 
ore-recession peak until the second half of 2014, owing to the weak level of 
oreign demand and competitiveness challenges, including the persistent 
strength of the Canadian dollar. Growth in consumption is expected to be 
naintained at a moderate pace, while residential investment is still expected to 
Jecline from historically high levels. The Bank expects trend growth in house- 
10ld credit to moderate further, with the debt-to-income ratio stabilizing near 
current levels. 


Chart 19: Business fixed investment and net exports are expected to rebound 
from recent weakness 
Contributions to real GDP growth; 4-quarter moving average 


% Percentage points 
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Sources: Statistics Canada and Bank of Canada calculations and projections 
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Although the Bank still sees a rebound in the growth of real GDP, economic 
activity in Canada is expected to be more restrained than projected in the 
October Report. As a result, the economy is now forecast to return to full 
capacity only in the second half of 2014. 


Core inflation has softened more than the Bank had expected. More muted price 
pressures across a wide range of goods and services have been observed, 
consistent with the unexpected increase in excess capacity in the Canadian 
economy and greater competitive pressures among retailers. Total CPI inflation 
has also been lower than anticipated, reflecting developments in core inflation 
and weaker-than-projected gasoline prices. Total inflation is expected to remain 
around 1 per cent in the near term before rising gradually, along with core infla- 
tion, to the 2 per cent target in the second half of 2014 as the economy returns 
to full capacity and inflation expectations remain well anchored. This inflation 
projection is weaker than in the October Report, owing to greater excess supply 
in the Canadian economy over most of the projection horizon, as well as the 
anticipated persistence of recent relative price shocks in coming quarters. 


Financial Conditions 


Against a backdrop of some further improvement in global financial condi- 
tions, the supply and price of credit for businesses and households in 
Canada remain very stimulative (Chart 20), providing important ongoing 
support to the economic expansion. 


Canadian financial markets have remained strong in recent months. Yields 
on both Canadian government and corporate bonds have stayed at excep- 
tionally low levels, partly because of sustained international demand for the 
debt of Canadian governments, banks and corporations, a sign that their 
credit quality is perceived to be high by global standards. In this context, the 
volume of corporate bond issuance has picked up in recent months, and 
issuance for 2012 as a whole reached its highest level since 2007 (Chart 21). 
Moreover, the S&P/TSX Composite Index has remained firm since the 
October Report, following significant gains during the summer months, and 
volatility has been relatively low. 


Chart 20: Borrowing costs for businesses and households remain 
at exceptionally low levels 
Weekly data 
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Note: For more information on these series, see <hitp://credit.bankofcanada.ca/financialconditions>. 


Source: Bank of Canada calculations Last observation: 18 January 2013 


Canadian banks continue to be well positioned to lend, with ready access 

to low-cost funding across the term structure in both Canadian and foreign 
currencies. Responses to the Bank’s latest Senior Loan Officer Survey (avail- 
able on the Bank’s website under Publications and Research > Periodicals > 
SLOS 2012Q4) and the balance of opinion of Canadian firms surveyed in the 
Bank’s winter Business Outlook Survey (available on the Bank’s website under 
Publications and Research > Periodicals > BOS Winter 2012-13) together sug- 
gest that business-lending conditions have changed little in recent months, 
following a period of almost uninterrupted easing since late 2009 (Chart 22). 


Chart 21: Bond issuance by Canadian firms has picked up 
Corporate debt issuance by domestic firms in Canadian dollars 
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Chart 22: Lending conditions for Canadian firms have changed little 
in recent months 
Balance of opinion % 


Tightening 
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— Overall business-lending conditions from the Senior Loan Officer Survey# 
8H Overall credit conditions from the Business Outlook Survey® 


a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus 
the weighted percentage reporting eased credit conditions 

b. Percentage of firms reporting tightened credit conditions minus the percentage reporting eased 
credit conditions 


Source: Bank of Canada Last observation: 2012Q4 
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Chart 23: Household credit growth has slowed while business credit 


has accelerated 
3-month percentage change (at annual rates) 
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Chart 24: Household credit growth has trended lower 
Year-over-year percentage change, monthly data 
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The pickup in business credit > With highly favourable financing conditions for Canadian firms, 
growth can be partly explained expansion of overall business credit has picked up to a rate wel 
by transitory influences historical average (Chart 23). While this is consistent with a retu 


rapid growth in business fixed investment, the pickup in busine: 
growth can be partly explained by transitory influences. These i 
increase in the need for working capital due to higher inventorie 
early refinancing of corporate debt at favourable interest rate le’ 


Household credit continues to be readily available at near-recor 
The growth of household credit has nonetheless slowed from a 
5.5 per cent through much of 2012 to just above 3 per cent in tr 
months to November (Chart 23). This is the lowest rate of growt 
1999, and reflects a slowdown in the growth of both residential 
and consumer credit. 
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iber of factors have contributed to the slowing trend in household “The Bank expects trend 
growth to slightly below 5 per cent on a year-over-year basis from a growth in household credit 
»f over 12 per cent in 2008 (Chart 24). These factors include the con- to moderate further, with 


the debt-to-income ratio 


nces of the pulling forward of housing activity due to improved afford- re 
stabilizing near current levels 


the cumulative effects of changes to mortgage insurance rules and 
htening of mortgage underwriting guidelines,’ and increasing con- 
appreciation of the dangers of elevated debt levels. Even with the 
‘slowing, household credit still grew slightly faster than disposable 

e in the third quarter, resulting in a further rise in the aggregate house- 
ebt-to-income ratio to 165 per cent. The Bank expects trend growth in 
hold credit to moderate further, with the debt-to-income ratio stabilizing 
urrent levels. 


‘e the continued high level of uncertainty surrounding the global 

mic outlook and the associated preference for liquidity, growth in the 
v monetary aggregates has slowed considerably in recent months, 
ding with the weak GDP growth registered in the second half of 2012. 
h in the broad monetary aggregates has also moderated and is con- 
t with subdued inflationary pressures ahead. 


nated Pressures on Capacity 


s indicators point to an increase in excess capacity in the Canadian « Various indicators point to an 
my through the second half of 2012. Real GDP growth slowed slightly increase in excess capacity 
than expected to 0.6 per cent in the third quarter, and is estimated to through the second half of 2012 


yeen 1.0 per cent in the fourth quarter, significantly below the October 
ist. Exports and business fixed investment were particularly weak, 
somewhat by an unexpectedly large rise in inventory investment. 


y as a result, the level of real GDP at the end of 2012 is 0.6 per cent “ Exports and business 
that expected in the October Report. Consistent with these dynamics, fixed investment were 
ink’s conventional measure of the output gap widened to -1.1 per cent particularly weak 


fourth quarter of 2012 (Chart 25). 


ynses to the Bank’s winter Business Outlook Survey also point to a 
‘increase in economic slack. The proportion of firms that would have 
Ity meeting an unexpected increase in demand has fallen sharply, 
from a level around its historical average in recent quarters. The pro- 
n of firms reporting labour shortages has also declined, to a level well 
its historical average. 


trast, labour market indicators more broadly do not suggest an 

se in the degree of excess capacity in the Canadian economy in 
‘quarters. With solid gains in employment, the unemployment rate has 
| down in recent months, to a level consistent with a modest degree 

>kK in the economy (Chart 26). Nonetheless, the average duration of 
dloyment and the proportion of involuntary part-time workers have 

ied at elevated levels, while average hours worked remain relatively 
/age growth has also continued to be moderate, consistent with the 


tence of slack in the labour market (Chart 27). “ On balance, the Bank judges 
that the economy was operating 

lance, the Bank judges that the economy was operating about about 1 per cent below its 

cent below its production capacity in the fourth quarter of 2012, a production capacity in the 

degree of slack than expected in October. fourth quarter of 2012 


the December 2012 Financial System Review (especially Box 2) for a discussion of recent changes 
e rules for government-backed insured mortgages, as well as changes to the guidelines on resi- 
al mortgage underwriting issued by the Office of the Superintendent of Financial Institutions. 
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Chart 25: Excess supply has increased 
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a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms indicating 
that they would have either some or significant difficulty meeting an unanticipated increase in 
demand/sales. 

b. Response to Business Outlook Survey question on labour shortages. Percentage of firms reporting 
labour shortages that restrict their ability to meet demand. 

c. Difference between actual output and estimated potential output from the Bank of Canada’s 
conventional measure. The estimate for the fourth quarter of 2012 (indicated by *) is based on 
a projected increase in output of 1.0 per cent (at annual rates) for the quarter. 


Source: Bank of Canada Last observation: 201204 


Chart 26: Labour market indicators point to slack in the economy 
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a. Expressed as a percentage of total part-time employment, unadjusted, 12-month moving average 


Sources: Statistics Canada and Bank of Canada calculations Last observation: December 2012 


Chart 27: Increases in labour compensation have been moderate overall 


Quarterly data 
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—— Effective annual increase in base wage rates for newly negotiated settlements (all industries) 
—— Compensation per hour (year-over-year percentage change) 
—— Average hourly earnings of permanent workers (year-over-year percentage change) 


Note: The 201204 value for the effective annual increase in base wage rates for newly negotiated settlements 
is approximated by the average of October and November data. 


Sources: Statistics Canada and Human Resources 
and Skills Development Canada Last observations: 2012Q3 and 2012Q4 


The Real Economy 


The Bank expects growth in the Canadian economy to pick up this year 
(Chart 28). The anticipated rebound through the first half of the year mainly 
reflects stronger foreign demand and the unwinding of temporary factors 
that restrained activity in the resource sector in the second half of 2012. 
Consumption is expected to grow at a moderate pace, while business fixed 
investment accelerates (Chart 19 and Table 2). The Bank projects that net 
exports will contribute positively to GDP growth in 2013 and 2014 after 
unexpectedly detracting from growth in 2012. This contribution is neverthe- 
less modest, reflecting the persistence of external headwinds. 


On an average annual basis, real GDP is forecast to grow by 2.0 per cent in 
2013, up slightly from 1.9 per cent in 2012. With the quarterly pace of growth 
rising through 2013, average annual growth of 2.7 per cent is projected in 
2014 (Table 3). The level of economic activity is lower than in the October 
Report through most of the projection period. Final domestic demand has 
been revised down, mainly reflecting the adverse impact on business fixed 
investment of more persistent uncertainty regarding the global economic 
outlook and less-favourable terms of trade (Box 2). The profile for exports is 
also revised down relative to the October Report as a result of the down- 
ward revision to foreign activity, although imports are also weaker than 
previously anticipated. 


Growth in household spending proceeded at a moderate pace in the second 
half of 2012, broadly in line with expectations. Consumption picked up fol- 
lowing weakness in the first half of the year, with a rebound in purchases of 
motor vehicles and stronger growth in spending by Canadian consumers 
abroad. In contrast, housing investment began to decline from historically 
high levels. Sales of existing homes have fallen, partly because of measures 
taken by federal authorities. Housing starts have also declined from very 
high levels, decreasing from roughly 225,000 units through much of 2012 to 


CANADIAN ECONOMY 7, 2 


* MONETARY POLICY REP( ANUAR 


« The Bank expects growth 
in the Canadian economy 
to pick up this year 


< Consumption is expected 
to grow at a moderate 
pace, while business fixed 
investment accelerates 


« Net exports will contribute 
positively to GDP growth in 
2013 and 2074 after unexpectedly 
detracting from growth in 2012 


“« Housing investment 
began to decline from 
historically high levels 


y, CANADIAN ECONOMY 


3ANK OF CANADA * MO 


The outlook for household 
spending continues to include 
some ongoing restraint 
related to high levels of debt 


NETARY P( 


OL 


ICY 


- 


Chart 28: Real GDP growth is expected to pick up through 2013 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Table 2: Contributions to average annual real GDP growth 
Percentage points® 


2012 2013 2014 
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Housing 4 (0.1) 0.4 (0.3) 1 -01(¢-01) | -04¢04) 
Government. 04 eral | -02¢02) | 030.3) | 030.3) 
Business fixed investment 1.2 (1.2) | . 0.6 (0. 7) | _0. 5 (0.7) | 0.9 (0.7) 
Subtotal: Final domestic demand | 27(27) 1.9 (1.8) | 182% | 2401) 
Exiottscchians ity oly See ACS 0408) | 06(1.0) | 1.5 (1.6) 
Imports ; 4.8(4.8) | -0.8¢0.7) | -0.5(¢08) | -1.2(13) 
‘Subtotal: Netexports —*«|-:~-0.4(-0.4) | -0.4(01) | 0102) | 0303) 
inmenotes ae 3003) | 0403) | 0100 | 000.0) 
GDP . 2626 | 1922 | 20@3 | 2724) 
Potential output 1.6(16) 2020) | 24 ee u ee 2.2 (2.2), 
Real gross domestic income (GDI) 7 (3.7 15(15) | 21(28) | 29(26) 


a. Figures in parentheses are from the base-case projection in the October 2012 Monetary Policy Report. 
Those for potential output are from Box 2 in the October 2012 Report. 


about 200,000 units in November and December. However, home building 
still remains above demographic demand, which is estimated at around 
185,000. Ongoing strong rates of construction, particularly of multiple-unit 
dwellings in some regions, continue to point to overbuilding (Chart 29). 
Despite some softening in house prices, valuations in some segments of the 
housing market remain stretched. 


The outlook for household spending is broadly unchanged from the October 
Report, although there is a slight dampening impact from the less-favour- 
able terms of trade and associated income and wealth effects. The Bank’s 
outlook for growth in household spending continues to include some 
ongoing restraint by Canadian households related to high levels of debt. 
Consumption is expected to grow at a moderate rate, somewhat below that 
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Table 3: Summary of the base-case projection for Canada? 
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Omari? hae Ui aa| Voto? timtosi ads) ot 7 a2i) as 9 las 
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change) (Ay 152-2) 2.9) 1 (17) | OC By pe 220) 4 2.2) Spe Syn 2:5) | (225) era ae (Zea) eye (222) 
Core inflation (year-over-year | 21 | Pa (20 | Ws | qe 1.4 i fil saps age 2, | 1.9 1.9 2.0 2.0 
percentage change) 2.1) (2.1) | (2.0) | (15) | RCs ney Aas Mey A) oP 2.0 1 220) ip (2:0) 
Total CPI (year-over-year percentage 2.6 2.4 | 1.6 WZ | 14 | 0.9 TA) JORG rie 1.8 1.9 2.0 2.0 
change) ae 6) (2.4) | (1.6) (2) (Sy) (1. A) | (1.7) | 2.0) | @.0) | 2.0) | 2.0) | (2.0) 
Total CPI excluding the effect of the HST PS ih ROD AN GWE | Te ekeo | 0.9 eA aise Eh Loree, 1.9 Vaek | 28 2.0 
and changes in other indirect taxes (2.5) | (2.2) | (1.4) | (4) | (1.4) | 4) | 5) | 8) | 4) | 21) | @0) | 20) | 2.0) 
(year-over-year percentage change) | | | | | | 
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(94) | (103) | (93) | @2) 92) | @3) (94) 94) 4) | 3) (92) (92) 91) 

| 


a. Figures in parentheses are from the base-case projection in the October 2012 Monetary Policy Report. 


b. Assumptions for the prices of West Texas Intermediate and Brent crude oil (US$ per barrel) are based on an average of futures contracts over the two weeks ending 
18 January 2013. 


Chart 29: New construction of multiple-unit dwellings remains high 
despite signs of overbuilding 


Adjusted for population aged 25+ years, deviation from historical average, 
per 100,000 people, major metropolitan areas 
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Sources: Canada Mortgage and Housing Corporation, 
Statistics Canada, and Bank of Canada calculations Last observation: November 2012 


of dispcesable income (Chart 30), resulting in a further slight increase in the 
personal savings rate. Residential investment is projected to continue to 
contract, with its share of the overall economy declining gradually over the 
projection horizon (Chart 31). 


Growth in business fixed investment is expected to return gradually to a < Growth in business fixed 
more solid pace through 2013 (Chart 32), following unexpected weakness in investment is expected to return 
the second half of 2012, which was primarily concentrated in engineering gradually to a more solid pace 


activity related to the energy sector. The outlook for investment continues to 
be supported by the strong aggregate financial position of Canadian firms, 
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Box 2 


Developments in the Canadian Energy Sector and Their Impact on the Economy 


Recent developments in the Canadian energy sector have been 
less favourable than anticipated. Lower energy prices, together 
with temporary disruptions in transportation and production 
facilities, have dampened economic activity in recent quarters 
through a deterioration in Canada’s terms of trade as well as 
lower investment, exports and production. These developments 
are estimated to have reduced annualized real GDP growth by 
0.4 percentage points in the second half of 2012. The return to 
normal production and the gradual narrowing of crude oil price 
spreads are projected to contribute 0.1 percentage points to real 
GDP growth in each of 2013 and 2014. 


Since the October Report, the combination of temporary disrup- 
tions and persistent transportation bottlenecks has led to record 
spreads between the prices received by Canadian producers 

of heavy crude—Western Canada Select (WCS)—and North 
American crude oil benchmarks such as West Texas Intermediate 
(WTI) (Chart 2-A)."2 


During the second half of 2012, crude oil transportation capacity 
was temporarily constrained by regulatory limits on throughput 
and temporary shutdowns at the main Canada-U.S. pipelines.? 
Moreover, outages at major refineries in the United States reduced 
demand for Canadian crude, while maintenance at oil sands 
upgraders temporarily increased the supply of heavy crude.* 
Meanwhile, both oil sands and U.S. light oil production continued 
to grow without corresponding increases in pipeline capacity. 


While WCS prices have declined, the price of Canada’s crude 

oil imports, mostly through Eastern Canada and closely linked 
to Brent prices, has remained elevated. This deterioration in the 
oil-related terms of trade reduced Canada’s real gross domestic 
income (GDI) and, in turn, spending on domestically produced 
goods and services. The deterioration in the oil-related terms of 
trade is estimated to have reduced Canada's real GDI by 0.2 per 
cent in the second half of 2012. 


1 For further details on the role of Western Canada Select and other crude bench- 
marks in the Canadian economy, see Box 1in the April 2012 Report. 


2 Prices for Canadian synthetic and other lighter crudes have generally moved in 
line with the West Texas Intermediate benchmark. Their impact is captured in the 
Bank of Canada commodity price index through WTI prices 


3 Parts ofa major Canada-U.S. pipeline system were subject to regulatory meas- 
ures limiting available capacity for precautionary purposes 


4 Owing to the upgrading method used at the affected upgraders, a small amount of 
heavy crude oil is still produced during outages. 


Chart 2-A: The spreads between Canadian heavy (WCS) and 
global crude oil prices have widened to record levels 
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Sources: Bloomberg and 


Bank of Canada calculations Last observation: December 2012 


Chart 2-B: The slowdown in engineering investment is tied 
to a decline in drilling activity in Western Canada 
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Sources: Canadian Association of Oilwell Drilling Contractors, 
Statistics Canada and Bank of Canada calculations Last observation: 2012Q3 


(continued...) 


Box 2 (continued) 


Lower prices for WCS, coupled with historically low natural gas 
prices and heightened uncertainty regarding the outlook for 
global demand, also contributed to the recent marked slowdown 
in engineering investment in Canada (Chart 2-B). In Western 
Canada, drilling activity slowed in the second half of 2012 as 
firms dealt with lower cash flows and junior and intermediate 
producers experienced challenges accessing capital markets. 


Unplanned maintenance in the oil sands, combined with outages 

at offshore Newfoundland and Labrador oil fields, also lowered 
Canadian production of crude oil in the third quarter of 2012. 
Together, these disruptions subtracted an estimated 0.9 percentage 
points from third-quarter real GDP growth, mainly through lower 
exports. The return to normal production at these facilities is 
expected to contribute positively to GDP growth in the fourth 
quarter of 2012 and the first quarter of 2013. 


Over the next year, spreads for WCS are expected to narrow 
gradually as the impact of temporary disruptions dissipates, 
new pipeline capacity comes into service and new heavy crude 


Chart 2-C: The spreads between Canadian heavy (WCS) and 
global crude oil prices are expected to narrow 
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oil refining capacity is added (Chart 2-C). However, the futures 
curve now points to wider spreads for WCS during 2013 and 

the first quarter of 2014 than was anticipated at the time of the 
October Report. By themselves, these lower oil-related terms of 
trade would reduce the level of real GDI by 0.2 per cent and that 
of real GDP by 0.1 per cent in 2013, relative to expectations in 
the October Report. 


The less-favourable outlook for WCS suggested by the futures 
curve could also temper private and public investment over the 
projection horizon as lower cash flows and lower-than-expected 
royalty revenues curtail capital budgets for both producers and 
provincial governments. In addition, recent reports suggest that 
uncertainty regarding the timing of major projects to access 
new markets, the state of foreign demand and the impact of 
increased production of light oil in the United States will likely 
weigh on firms’ investment decisions.° 


Increased capacity from the Seaway Pipeline in early January 
and the completion of the TransCanada Gulf Coast Project in the 
second half of 2013 are expected to provide a sevenfold increase 
in transportation capacity from the Cushing, Oklahoma, storage 
hub to refineries along the U.S. Gulf Coast, while the refurbish- 
ment of major refineries in the U.S. Midwest will increase the 
capacity for processing heavy crude.® This new transportation 
and refining capacity is expected to drive the narrowing of the 
WCS spread over the medium term. Expanded rail capacity out 
of North Dakota and pipeline additions coming on stream in 
2014 should help ease stresses on a transportation system that 
will likely remain under pressure from the continued growth of 
supply across Western North America.’ 


5 See, for example: CER! Commodity Report - Crude Oil, November 2012 and the 
Conference Board of Canada reports, Fuel for Thought: The Economic Benefits of 
Oil Sands Investment for Canada’s Regions; Provincial Outlook: Economic Forecast for 
Alberta Autumn 2012; and Provincial Outlook Autumn 2012: Economic Forecast 


6 |n 2013, the expansion of the Seaway Pipeline and the completion of the Gulf Coast 
Project will increase total transportation capacity from Cushing, Oklahoma, to the 
Gulf Coast to approximately 1.1 million barrels per day, up from 150,000 barrels 
per day (as of the initial Seaway Pipeline reversal in 2012) 


7 Combined production in Western Canada and the United States is expected 
to increase by over I million barrels per day in 2013 (Canadian Association of 
Petroleum Producers and Energy Information Administration forecasts) 
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Chart 30: Growth in consumption is expected to be maintained at a moderate pace 
Year-over-year percentage change, quarterly data 
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Chart 31: The share of residential investment in GDP is expected 
to decline further from its high level 
Quarterly data 
Ratio 
0.08 
0.07 
0.06 
0.05 
0.04 
0.03 


1975 1980 1985 1990 1995 2000 2005 2010 2015 


—— Ratio of nominal residential —- Average from 1975Q1 to present 
investment to nominal GDP 


Sources: Statistics Canada and Bank of Canada calculations and projections 


favourable credit conditions, relatively high commodity prices and the strong 
Canadian dollar, as well as the impetus to improve productivity amid height- 
ened pressures to become more competitive. Expectations of a pickup in 
business fixed investment in coming quarters are further supported by the 
return to a more positive balance of opinion about spending on machinery 
and equipment in the Bank’s winter Business Outlook Survey, by the accel- 
eration in business credit, and by recent trends in industrial and commercial 
building permits. Nonetheless, the factors that weighed on investment 
growth in the second half of 2012 are expected to persist for some time. 
These include elevated uncertainty about the global economic outlook, 
lower energy prices received by Canadian producers and the softness in 
domestic demand. As a result, the projected profile for business fixed 
investment is lower than in the October Report. 
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Chart 32: Business fixed investment is projected to grow at a slower pace 
than in the average cycle 


Comparison of real business fixed investment across economic cycles; 
quarter before the downturn in real GDP = 100, quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Chart 33: The contribution of government spending to real GDP growth 
is expected to be relatively modest 
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Government spending is expected to contribute only modestly to real GDP 
growth over the projection horizon (Chart 33). As in October, this contribu- 
tion is considerably weaker than has been typical historically, in line with the 
plans of federal and provincial governments to consolidate spending. 


The recovery in net exports is expected to remain weak, although the Bank 
continues to anticipate some improvement over the projection horizon. 
Exports contracted unexpectedly in the second half of 2012, reflecting 
weaker-than-anticipated foreign demand as well as temporary disruptions in 


the energy sector. Some rebound in exports is expected in coming quarters, 


consistent with the projected reacceleration in the foreign activity measure. 
Nevertheless, the growth of exports remains more moderate than that of 
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Chart 34: Despite the expected pickup, the recovery in exports remains weak 


Comparison of real exports across economic cycles; quarter before 
the downturn in real GDP = 100, quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Chart 35: Canada’s current account deficit has widened to 4 per cent of GDP 
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Sources: Statistics Canada and Bank of Canada calculations Last observation: 2012Q3 


foreign activity (Chart 16), owing to ongoing competitiveness challenges, 
including the persistent strength of the Canadian dollar, which is being influ- 
enced by safe-haven flows and spillovers from global monetary policy. As a 
result, the level of Canada’s exports is not forecast to regain its pre-reces- 
sion peak until the second half of 2014 (Chart 34). 


The profile for imports has also been revised down, owing to the weaker 
outlook for business investment and exports. In contrast to exports, the 
level of imports had already returned to its pre-recession peak by the 

first quarter of 2011. Partly as a result, Canada’s current account balance 
has declined from a surplus position before the recession to a deficit of 
around 4 per cent of GDP (Chart 35). This sizable current account deficit is 
projected to diminish gradually over the forecast horizon owing to modest 
improvements in the real trade balance and the terms of trade. 


Given the above projection for real GDP, the Canadian economy is expected 
to reach full capacity in the second half of 2014, later than anticipated in the 
October Report. 


Inflation 


Core CPI inflation moderated to an average of 1.3 per cent in October and 
November from an average of 1.5 per cent in the third quarter and 

2.0 per cent in the first half of 2012. Alternative measures of core inflation 
have also trended down (Chart 36). The decline in core CPI inflation has 
been larger than anticipated and reflects softer prices across a wide range 
of goods and services, consistent with the unexpected increase in excess 
capacity in the Canadian economy, as well as heightened competitive pres- 
sures among retailers. The greater-than-expected softness in core inflation 
has also reflected a number of idiosyncratic developments. Reported auto 
prices have been weaker in recent months than the typical seasonal pattern 
would suggest, reflecting in part a methodological change implemented by 
Statistics Canada.® In addition, increases in regulated prices (Such as auto 
insurance) have slowed more significantly than anticipated. The declines in 
inflation in food and clothing prices in response to the waning effects of 
prior increases in agricultural prices have also been larger than projected. 


Total CPI inflation has also continued to ease in recent months, in contrast to 
the Bank’s expectations in the October Report. This easing is due to softer 
core inflation, as well as weaker-than-expected gasoline prices, which in turn 
reflect both lower world prices for crude oil and lower margins (Chart 37). 


Chart 36: Alternative measures of core inflation have fallen well below 2 per cent 
Year-over-year percentage change, monthly data 
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8 The introduction of new-model-year automobiles into Statistics Canada’s CPI sample, which was previ- 
ously concentrated in the month of November, is now more spread out over time, reflecting the evolving 
practices of the automotive industry. 


CANADIAN ECONOMY 3] 


* MONETARY POLICY REPORT * JANUAR 


“4 The Canadian economy is 
expected to reach full capacity 
in the second half of 2014 


“ The decline in core CPI 
inflation has been larger than 
anticipated and reflects softer 
prices across a wide range 
of goods and services 


« Total CPI inflation has 
also continued to ease 


ee CANADIAN ECONOMY 


BANK OF CANADA * MONE 


Inflation expectations remain 
well anchored 


The projection for core inflation 
is weaker than in the October 
Report 


The Bank now expects total CPI 
inflation to stay well below the 

2 per cent target over most of 
the coming year before returning 
to target in the second half of 
2014 


ARY POLICY REPORT = 


JANUARY 2013 


Chart 37: Total CPI inflation is projected to remain below 2 per cent 
until the second half of 2014 


Year-over-year percentage change, quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Inflation expectations remain well anchored. As reported in the Bank’s 
winter Business Outlook Survey, almost all firms surveyed continue to 
expect average inflation over the next two years to remain within the 1 to 

3 per cent inflation-control range. The January Consensus Economics fore- 
casts for total CPI inflation were 1.8 per cent in 2013 and 2.0 per cent in 
2014. Market-based measures of longer-term inflation expectations also 
continue to be consistent with the 2 per cent inflation-control target. 


Core inflation is expected to remain subdued in coming quarters before 
rising gradually to reach 2 per cent in the second half of 2014, as economic 
slack is gradually absorbed and inflation expectations remain well anchored 
(Chart 37). In addition, growth in labour compensation is expected to stay 
moderate, consistent with recent trends in wage growth (Chart 27). This 
projection for core inflation is weaker than in the October Report, owing to 
greater-than-anticipated excess supply in the Canadian economy over most 
of the projection horizon, as well as the expected persistence of recent 
relative price shocks in coming quarters.° 


Total CPI inflation is projected to remain around 1 per cent over the near term. 
With the profile for core inflation weaker and futures prices suggesting similar oil 
prices to those assumed at the time of the October Report, the Bank now 
expects total CPI inflation to stay well below the 2 per cent target over most of 
the coming year before returning to target in the second half of 2014. 


This projection includes a gradual reduction in monetary stimulus over the 
projection horizon, consistent with achieving the inflation target. 


The uncertainty surrounding the Bank’s inflation projection is illustrated 
using fan charts. Chart 38 and Chart 39 depict the 50 per cent and 

90 per cent confidence bands for year-over-year core inflation and total CPI 
inflation from the first quarter of 2013 to the end of 2014. 


9 As previously assumed, the indirect effects associated with the restoration of the provincial sales tax in 
British Columbia are expected to have a minor effect on core inflation over the projection horizon. See 
the April 2012 Monetary Policy Report. 
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Chart 38: Projection for core CPI inflation Chart 39: Projection for total CPI inflation 
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While global tail risks have diminished as a result of a series of actions by 
European and American authorities, the inflation outlook in Canada is still 
subject to significant risks. 


The three main upside risks to inflation in Canada relate to the possibility 
of stronger-than-expected growth in the U.S. economy, higher Canadian 
exports and renewed momentum in Canadian residential investment. 


« Private sector demand in the United States could be stronger than 
expected if the negative effects of policy uncertainty dissipate more 
rapidly or if household spending grows faster, given improvements in the 
housing market and the degree of deleveraging that has already taken 
place. 


* Growth in Canadian exports could be stronger than expected if exporters 
improve their competitiveness more rapidly than currently assumed or 
if global growth is stronger than projected. The unexpected contraction 
in exports in the second half of 2012 could also give way to a sharper 
rebound in 2013. 


« While residential investment in Canada has declined as expected after 
reaching record-high levels, it could regain momentum, adding to 
domestic demand for a time but reinforcing existing imbalances. 


The three main downside risks to inflation in Canada relate to the European 
crisis, more protracted weakness in business investment and exports in 
Canada, and the possibility that growth in Canadian household spending 
could be weaker. 


» Although immediate risks have diminished, the policy challenges facing 
Europe remain considerable and a failure to contain the crisis remains the 
most serious risk facing the global and Canadian economies. 


» The projected pickup in Canadian economic growth in 2018 relies heavily 
on an improvement in business investment and net exports. There is a 
risk that the recent poor performance could be extended longer than 
expected, particularly if external demand is weaker or if commodity 
prices are less supportive. 


* Continuing high household debt levels in Canada could lead to weaker 
household spending. Relatedly, if there were a sudden weakening in the 
Canadian housing sector, it could have sizable spillover effects on other 
areas of the economy. 


Overall, the Bank judges that the risks to the inflation outlook in Canada are 
roughly balanced over the projection period. 
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a2. BANQUE DU CANADA 


-M5L 
Monetary Policy Report Summary 


January 2013 


This text is a commentary of the Governing Council of the Bank of Canada. 


Highlights 


* The global economic outlook is slightly weaker than projected in October, although 
global tail risks have diminished. 


» The slowdown in the Canadian economy in the second half of 2012 was more 
pronounced than anticipated and economic activity is expected to be more restrained. 
The economy is now forecast to return to full capacity in the second half of 2014. 


# Following an estimated 1.9 per cent in 2012, the economy is expected to grow by 2.0 
per cent in 2013 and 2.7 per cent in 2014. 


# Total CPI inflation is expected to remain around 1 per cent in the near term before 
rising gradually, along with core inflation, to the 2 per cent target in the second half of 
2014. 


_® On 4 December 2012 and 23 January 2013, the Bank maintained the target for the 
overnight rate at 1 per cent. 


The global economic outlook is slightly weaker than the Bank had projected in October. At 
the same time, global tail risks have diminished. The economic expansion in the United 
States is continuing at a gradual pace, restrained by ongoing public and private 
deleveraging, global weakness and uncertainty related to fiscal negotiations. Despite a 
marked improvement in peripheral sovereign debt markets, Europe remains in recession, 
with a somewhat more protracted downturn now expected than in October. Growth in 
China is improving, though economic activity has slowed further in some other major 
emerging economies. Supported by central bank actions and by positive policy 
developments in Europe, global financial conditions are more stimulative. Commodity 
prices have remained at historically elevated levels, though temporary disruptions and 
persistent transportation bottlenecks have led to a record discount on Canadian heavy 
crude. 


In Canada, the slowdown in the second half of 2012 was more pronounced than the Bank 
had anticipated, owing to weaker business investment and exports. Caution about high 
debt levels has begun to restrain household spending. The Bank expects economic growth 
to pick up through 2013. Business investment and exports are projected to rebound as 
foreign demand strengthens, uncertainty diminishes and the temporary factors that have 
weighed on resource sector activity are unwound. Nonetheless, exports should remain 
below their pre-recession peak until the second half of 2014 owing to a lower track for 
foreign demand and ongoing competitiveness challenges, including the persistent strength 
of the Canadian dollar. Consumption is expected to grow moderately and residential 
investment to decline further from historically high levels. The Bank expects trend growth 
in household credit to moderate further, with the debt-to-income ratio stabilizing near 
current levels. 
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Canada's Inflation-Control Strategy’ 


Inflation targeting and the economy 


The Bank's mandate is to conduct monetary policy to pro- 
mote the economic and financial well-being of Canadians. 


Canada's experience with inflation targeting since 1991 
has shown that the best way to foster confidence in the 
value of money and to contribute to sustained economic 
growth, employment gains and improved living standards 
is by keeping inflation low, stable and predictable. 


In 2011, the Government and the Bank of Canada renewed 
Canada’s inflation-control target for a further five-year 
period, ending 31 December 2016. The target, as measured 
by the total consumer price index (CPI), remains at the 

2 per cent midpoint of the control range of 1 to 3 per cent. 


The monetary policy instrument 


The Bank carries out monetary policy through changes 

in the target overnight rate of interest.? These changes 

are transmitted to the economy through their influence 

on market interest rates, domestic asset prices and the 
exchange rate, which affect total demand for Canadian 
goods and services. The balance between this demand 
and the economy's production capacity is, over time, the 
primary determinant of inflation pressures in the economy. 


Monetary policy actions take time—usually from six to 
eight quarters—to work their way through the economy 
and have their full effect on inflation. For this reason, 
monetary policy must be forward looking. 


Consistent with its commitment to clear, transparent 
communications, the Bank regularly reports its perspec- 
tive on the forces at work on the economy and their 


implications for inflation. The Monetary Policy Report is a 
key element of this approach. Policy decisions are typi- 
cally announced on eight pre-set days during the year, 
and full updates of the Bank's outlook, including risks to 
the projection, are published four times per year in the 
Monetary Policy Report. 


Inflation targeting is symmetric and flexible 


* Canada’s inflation-targeting approach is symmetric, which 
means that the Bank is equally concerned about inflation 
rising above or falling below the 2 per cent target. 


* Canada’s inflation-targeting framework is flexible. 
Typically, the Bank seeks to return inflation to target over 
a horizon of six to eight quarters. However, the most 
appropriate horizon for returning inflation to target will 
vary depending on the nature and persistence of the 
shocks buffeting the economy. 


Monitoring inflation 


* Inthe short run, a good deal of movement in the CPI is 
caused by fluctuations in the prices of certain volatile 
components (e.g., fruit and gasoline) and by changes in 
indirect taxes. For this reason, the Bank also monitors a 
set of “core” inflation measures, most importantly the 
CPIX, which strips out eight of the most volatile CPI com- 
ponents and the effect of indirect taxes on the remaining 
components. These “core” measures allow the Bank to 
“look through” temporary price movements and focus on 
the underlying trend of inflation. In this sense, core infla- 
tion is monitored as an operational guide to help the Bank 
achieve the total CPI inflation target. It is not a replace- 
ment for it. 


See Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the Inflation-Control Target (8 November 2011) and 
Renewal of the Inflation-Control Target: Background Information—November 2011, which are both available on the Bank's website. 


When interest rates are at the zero lower bound, additional monetary easing to achieve the inflation target can be provided through three unconven- 
tional instruments: (i) a conditional statement on the future path of the policy rate; (ii) quantitative easing; and (ili) credit easing. These instruments 
and the principles guiding their use are described in the Annex to the April 2009 Monetary Policy Report. 


The Monetary Policy Report is available on the Bank of Canada’s website at bankofcanada.ca. 


For further information, contact: 


Public Information 
Communications Department 
Bank of Canada 

234 Wellington Street 
Ottawa, Ontario K1A 0G9 


Telephone: 613 782-8111; 
1 800 303-1282 (toll free in North America) 
Email: info@bankofcanada.ca; Website: bankofcanada.ca 


ISSN 1201-8788 (Print) 
ISSN 1490-1234 (Online) 
© Bank of Canada 2013 
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This is a report of the Governing Council of the Bank of Canada: 
Mark Carney, Tiff Macklem, John Murray, Timothy Lane, Agathe Cété and Lawrence Schembri 


“The adjustment in the housing sector is intended and welcome.” 


— Mark Carney 


Governor, Bank of Canada 
25 February 2013 
London, Ontario 
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GLOBAL ECONOMY 


BANK OF CANADA * MONETARY POLICY REPORT * APRIL 2013 


Global Economy 


] 


Global economic growth has evolved broadly as anticipated in the January 
Monetary Policy Report. In the United States, the expansion is continuing at 

a modest pace, with gradually strengthening private demand partly offset by 
accelerated fiscal consolidation. Significant policy easing has been introduced 
in Japan. The euro area remains in recession, however, and economic activity 
is being constrained by fiscal austerity, low confidence and tight credit condi- 
tions. After picking up sharply in the second half of 2012, growth in China has 
eased. Commodity prices received by Canadian producers remain elevated 
by historical standards and, overall, they are little changed since the last Report. 


Global economic activity is expected to grow modestly in 2013, at a rate of 
3.0 per cent, before strengthening to 3.6 per cent in 2014 and 3.8 per cent 
in 2015 (Table 1).1 The Bank’s base-case projection is predicated on the 
assumption that the crisis in the euro area will continue to be contained. 


In response to significant excess capacity and declining inflationary pres- 
sures, Central banks in some advanced economies have provided additional, 
substantial unconventional monetary easing while keeping policy interest 
rates at historically low levels (Chart 1 and Chart 2). These actions have 
helped to anchor medium-term inflation expectations and support stimulative 
global financial conditions. 


Table 1: Projection for global economic growth 


Projected growth? (per cent) 


Share of real global 


GDP? (per cent) 2013 2014 2015 
United States Pei) Wiese i oe 
cae | iatee hovers corner a 
JAD AN oe cnet eh ee Orne B2(10) soil al: B01.2) df sine 
China 14 78 (78) | 7.7(7.8) | 7.6(77) 77 
Rest oftheworld | —47 me) PEAMChibw NEO edes 3.9 
Word | 4100  °®'| 3060 | 3029) | 362 Bree 


a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity (PPP) 
valuation of country GDPs for 2011. 


Source: IMF, World Economic Outlook, October 2012 
b. Numbers in parentheses are projections used for the January 2013 Monetary Policy Report. 
Source: Bank of Canada 


1 Asis customary in the April issue of the Monetary Policy Report, the projection horizon has been 
extended by one year, in this case, to 2015. 
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Chart 1: Policy interest rates remain at historically low levels in advanced 
economies... 


Policy interest rates, daily data 
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Note: On 5 October 2010, the Bank of Japan changed the target for its policy rate from 0.1 per cent to a range 
of 0.0 to 0.1 per cent. The U.S. Federal Reserve has been maintaining a target range for its policy rate of 
0.0 to 0.25 per cent since 16 December 2008. 


Sources: Bank of Canada, U.S. Federal Reserve, 
European Central Bank and Bank of Japan Last observation: 12 April 2013 


Chart 2: ...and some central banks have provided additional substantial 
unconventional monetary easing 
Change in central bank assets relative to GDP since 2007Q2, quarterly data 
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Note: The expected increase in the assets of the U.S. Federal Reserve is based on an average of private sector 
forecasts. For the Bank of Japan, the expected change in assets is based on the most recent policy announcement. 


Sources: U.S. Federal Reserve, U.S. Bureau of Economic Analysis; European Central Bank, Eurostat; 
Bank of England, U.K. Office for National Statistics; Bank of Japan, Cabinet Office of Japan; and 
Bank of Canada calculations Last observation: 2012Q4 


Global Financial Conditions 


Global financial conditions have» Global financial conditions have generally eased since the last Report as 

generally eased market participants have become more confident about the resilience of the 
global recovery. In particular, global tail risks associated with near-term U.S. 
fiscal policy have diminished. Markets are showing increased signs of dif- 
ferentiating among individual countries and financial assets, as demon- 
strated by the recent decline in co-movements in asset prices (Chart 3). 


Chart3: Market differentiation has increased 
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Contribution of the first common factor to the variation in asset returns, 
estimated through principal-component analysis (90-day rolling window) 


10 
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Note: Principal-component analysis is based on a statistical methodology that describes co-movements 
between variables in terms of a small number of uncorrelated common factors. If all of the data under 
consideration are perfectly correlated, the first common factor would explain all of the variation in the data; 
conversely, if all of the data are uncorrelated, the first factor would explain none of the variation. Data used 
include most major asset classes such as equities, bonds, commodities and currencies. 


Sources: Bloomberg, Bank of America Merrill Lynch 
and Bank of Canada calculations 


Chart 4: 
Index: 3 January 2012 = 100, daily data 
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Equity prices in Japan and the United States have risen sharply 
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Source: Bloomberg 


In the United States, financial conditions have remained highly stimulative. 
Monetary policy, combined with signs of strengthening private demand, has 
supported market confidence. While yields on long-term government bonds 
remain low, equity prices have reached record-high levels (Chart 4). 


Last observation: 12 April 2013 


signs of differentiating among 
individual countries and 
financial assets 


Corporate credit markets continue to be robust, and yields have stabilized 


near recent record lows (Chart 5). 


Financial conditions in Japan have improved further since the last 
Report, reflecting the unexpectedly bold monetary stimulus measures 
that were announced recently. Japanese equity prices have substantially 
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In the euro area, there has 
been a deterioration in market 
sentiment 


Chart 5: Yields on U.S. corporate debt have stabilized near recent record lows 
Yields to maturity on U.S. corporate bonds, daily data 
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Chart 6: The Japanese yen has declined sharply against other major 
currencies 
Bilateral exchange rates vis-a-vis the U.S. dollar; index: 3 January 2012 = 100, 
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Note: The U.S.-dollar index measures the performance of the dollar against a basket of other currencies, 
including the euro, Japanese yen, U.K. pound, Canadian dollar, Swiss franc and Swedish krona. 


Source: Bloomberg Last observation: 12 April 2013 


outperformed all major equity market indexes since January, and the Nikkei 
index has reached its highest level since the summer of 2008. Government 
bond yields have fallen despite higher inflation expectations, and there has 
been a marked depreciation of the yen (Chart 6). 


In the euro area, there has been a deterioration in market sentiment stemming 
from a number of factors, including weakening economic conditions, political 
uncertainty in Italy, the unsettling aspects of the financial assistance program 
in Cyprus and difficulties in implementing required fiscal austerity measures in 
Portugal. Consequently, unlike other advanced economies, equity indexes in 
the euro area, especially bank subindexes, have fallen. Although funding 
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Chart 7: Yields on Italian bonds have risen, unlike those of other 
peripheral sovereigns 
Yields to maturity on 10-year sovereign bonds, daily data 
% % 
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Note: Owing to data limitations, yields on 8-year Irish bonds are used in place of 10-year yields. 
Source: Bloomberg Last observation: 12 April 2013 


conditions for Italy have deteriorated somewhat, owing to increased investor 
caution (Chart 7), there has been some differentiation among peripheral sover- 
eigns. For example, yields on Irish bonds have fallen, reflecting progress 
toward fiscal adjustment and the implementation of structural reforms. 


United States 


Strengthening private domestic demand and a gradual firming in external 
conditions are expected to underpin the U.S. economic expansion, while 
fiscal consolidation and, to a diminishing extent, household deleveraging will 
continue to weigh on growth. 


U.S. real GDP rose marginally in the fourth quarter of 2012, as solid 
underlying private demand was largely offset by outsized declines in some 
volatile components of spending. Real GDP growth is estimated to have 
rebounded in the first quarter, boosted by higher growth in consump- 

tion, although the second quarter is projected to be weaker as fiscal drag 
intensifies. On a quarterly basis, economic growth is then expected to pick 
up to around 3.5 per cent by early 2014, before moderating over the bal- 
ance of the projection horizon. On an annual average basis, growth in U.S. 
real GDP is expected to be 2.0 per cent in 2013, 3.1 per cent in 2014 and 
3.3 per cent in 2015. 


Ongoing public sector deleveraging remains the strongest headwind facing the 
U.S. economy. The drag on U.S. real GDP growth from fiscal consolidation is 
expected to rise from 1.0 percentage point in 2012 to 1.8 percentage points in 
2013, before declining to 0.8 percentage points in 2014 (Chart 8). These esti- 
mates include a revision to the timing of automatic spending cuts (known as 
“sequestration’).? As a result, the drag from fiscal policy is now more front- 
loaded than expected in the Bank’s January projection, although the cumula- 
tive effect over the 2013-14 period has been revised down. 


2 These spending cuts, which were activated on 1 March 2013, mandate fiscal savings amounting to 
US$1.2 trillion over the next nine years. 
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Chart 8: The drag on real GDP growth from U.S. fiscal policy remains significant 
Contributions to real GDP growth, annual data 
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Note: The contribution of fiscal policy to growth includes both direct government expenditures and the 
indirect effects on other components of aggregate demand. 
Sources: U.S. Bureau of Economic Analysis and Bank of Canada calculations and projections 


In light of the constraining effects of fiscal consolidation and private delever- 
aging, monetary policy is projected to remain highly stimulative through 
2015. Consistent with guidance provided by the Federal Open Market 
Committee, the federal funds rate is expected to stay at exceptionally low 
levels, for at least as long as the unemployment rate remains above 

6.5 per cent, projected inflation one and two years out is no more than 

2.5 per cent, and longer-term inflation expectations continue to be well 
anchored. To provide further policy accommodation, the Federal Reserve is 
also expected to continue to purchase agency mortgage-backed securities 
and longer-term U.S. Treasuries. 


Consumer spending has been solid since the beginning of 2013, although it 
is being affected by the 2 per cent rise in payroll taxes that took effect in 
January. Consumption is projected to be supported by rising labour income, 
low debt-financing costs and better access to credit. In addition, the drag 
from household deleveraging is expected to diminish over the projection 
horizon, given the considerable progress households have made in repairing 
their balance sheets (Chart 9). 


The recovery in the housing market continues to gain traction (Box 1). 
Housing starts, sales of new and existing homes, and builder and realtor 
sentiment have all improved noticeably. Importantly, house prices have 
started to increase after five years of declines (Chart 10). Residential con- 
struction should continue to grow at a solid pace, underpinned by gradually 
improving labour market conditions, underlying demographic demand, low 
mortgage interest rates and an expected improvement in access to credit. 


Fundamentals for business fixed investment remain quite favourable. U.S. 
corporations have strong balance sheets and can obtain market financing at 
a very low cost. Following some volatility at the turn of the year caused by 
uncertainty related to the impending fiscal cliff, business investment is now 
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Chart 9: U.S. households have made considerable progress in repairing 
their balance sheets 
Quarterly data 
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Sources: U.S. Federal Reserve and U.S. Bureau of Economic Analysis Last observation: 2012Q4 


Chart 10: After five years of declines, U.S. house prices have begun to rise 
S&P/Case-Shiller U.S. National Home Price Index, average of 2000 = 100, quarterly data 
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Sources: Standard & Poor’s, U.S. Bureau of Economic Analysis, U.S. Bureau of Labor Statistics, 
U.S. National Association of Realtors, and Bank of Canada calculations Last observation: 2012Q4 


anticipated to grow at a robust pace. Non-residential construction is also 
expected to recover, reflecting buoyant investment activity in the U.S. oil and 
gas sector (Chart 11) as well as a gradual improvement in the commercial 
real estate sector. 


Firming foreign demand is projected to support a steady rise in U.S. exports 
through 2015, while stronger domestic demand should stimulate the growth 
of imports. Oil imports, however, especially of light crude, are expected to 
be increasingly displaced by growing U.S. production. 


3 In the United States, oil production reached nearly 6.5 million barrels per day in 2012, while net imports 
of crude oil fell to 8.4 million barrels per day, the lowest level in 15 years. The U.S. Energy Information 
Administration expects U.S. oil production to increase to close to 8 million barrels per day in 2014. 
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Box 1 


Recovery in U.S. Housing to Support the Canadian Economy 


The contraction in the U.S. housing market from 2006 

to 2011 was the most pronounced and prolonged in the 
postwar era (Chart 1-A). Residential investment declined 
by almost 60 per cent, and house prices fell by about 35 per 
cent from their pre-crisis highs. Over the past year, residen- 
tial investment increased by 15 per cent and house prices by 
10 per cent, suggesting that a durable recovery in the U.S. 
housing market is finally under way. 


It will take time, however, for residential investment to 
return to a more normal level. Currently, the share of resi- 
dential investment in GDP stands at only 2.6 per cent, about 
half its historical average before the crisis. The Bank’s base- 
case projection calls for a continued, gradual recovery in 
U.S. residential investment. This recovery, combined with 
the positive spillovers to related industries (e.g., appliances 
and furniture) and the boost to household wealth, will make 
a significant contribution to U.S. real GDP growth over the 
2013-15 period. 


The U.S. housing recovery is delivering important benefits to 
the Canadian economy. The Bank projects that U.S. residen- 
tial investment will grow at an average annual rate of about 
12.5 per cent over the 2013-15 period which, all else equal, 
would be expected to boost Canadian export growth by an 
average of roughly 1 percentage point per year based on 
historical relationships. The higher income and wealth in the 
United States generated by the housing recovery will also 
lead to higher U.S. consumption, further raising demand for 
Canadian exports. 


The most direct benefits to Canada will be felt by the 
forestry sector and other construction-related exports. 
Canadian lumber production fell sharply in 2006 as U.S. 
housing starts dropped, and while Canada was able to 
diversify somewhat into different markets—most notably 
China—this was not enough to offset the drop in U.S. 
demand (Chart 1-B). The stronger demand in the U.S. 
housing sector over the past year has led to a 55 per cent 
increase in lumber prices, which reached their highest level 
since April 2005. These higher prices have resulted in a 
terms-of-trade improvement for Canada as a net exporter 
of lumber, increasing Canadians’ purchasing power and 
pushing up profits, ultimately stimulating production, 
employment, investment and wages in the forestry sector.' 
Given existing capacity, along with the efficiency-enhancing 
restructuring that has taken place within the forestry sector 
in recent years, Canadian producers are well positioned to 
respond in a timely manner. 


1 For amore complete description of the channels through which commodity prices 
influence the Canadian economy, see Technical Box 2, “The Impact of Commodity 
Prices on the Canadian Economy,” in the April 2011 Monetary Policy Report. 


Chart 1-A: U.S. residential investment has considerable 
scope to grow 
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and Bank of Canada calculations Last observation: 2012Q4 


Chart 1-B: Canadian lumber production will benefit from 
increasing U.S. housing demand 
Monthly data 


Millions of units Millions of cubic metres 


25 


2.0 


0.5 


0 
1991 1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 


MH Canadian lumber 
production 
(right scale) 


~~ B.C. softwood lumber 
exports to China 
(right scale) 


—— U.S. housing starts 
(annualized, left scale) 


Sources: Statistics Canada, 
U.S. Census Bureau, and BC Stats 


Last observations: 
January and February 2013 


GLOBAL ECONOMY 9 


BANK OF CANADA * MONETARY POLICY REPORT « APRIL 2013 


Chart 11: Investment activity in the U.S. oil and gas sector is buoyant 
Quarterly data 
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U.S. inflationary pressures remain weak. The price index for core personal 


consumption expenditures has risen at an annual rate of only 1.1 per cent over 


the past three months, although medium-term inflation expectations continue 
to be well anchored. A modest rise in U.S. inflation is anticipated over the 
projection horizon, however, as the excess supply gap is gradually reduced. 


Euro Area 


Real GDP in the euro area decreased at an annual rate of 2.3 per cent in 

the fourth quarter of 2012, the largest drop since the 2008-09 recession. 
Germany’s real GDP declined by 2.4 per cent owing to weak investment and 
exports, particularly exports to the United States. As well, activity in many 
peripheral economies continued to contract, dampened by the negative 
effects of fiscal austerity, low confidence and tight credit conditions. The 
transmission of monetary policy to the peripheral countries remains impaired, 
with market segmentation leading to persistently high bank lending rates, 
especially for small and medium-sized corporations (Chart 12). 


Economic activity in the euro area is expected to decline further during the 
first half of 2013, although at a slower pace (Chart 13). A gradual recovery, 
initially Supported by external demand, should then take hold. Domestic 
demand is not expected to become a significant driver of economic growth 
until late 2014, when the negative effects of tight lending conditions and 
fiscal consolidation begin to dissipate. On an average annual basis, real 
GDP in the euro area is expected to decline by 0.6 per cent in 2013, before 
rising by 0.8 per cent in 2014 and 1.4 per cent in 2015. Significant differ- 
ences in the economic conditions of the core and peripheral economies are 
expected to persist. Relative to expectations at the time of the January 
Report, the outlook for the euro area has been revised downward. 


Headline CPI inflation in the euro area has eased in recent months, falling 

to 1.7 per cent on a year-over-year basis in March. The decline occurred 
despite the impact of increases in indirect taxes, which is estimated to have 
added up to 0.4 percentage points. Given the large excess supply gap, infla- 
tion is expected to decline further over the projection horizon. 


Last observation: 2012Q4 
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Chart 12: Interest rates on business loans in euro-area peripheral economies 
remain high 


Interest rate on new loans of up to €1 million and maturity 1-5 years granted 
to non-financial corporations, monthly data 
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Chart 13: Economic activity in the euro area is expected to contract further 
in the first half of 2013 
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Note: The purchasing managers’ index is a composite diffusion index. A reading above (below) 50 indicates 
that a larger percentage of firms reported that their production expanded (contracted) compared with the 
previous month, while a reading at 50 indicates that production was unchanged from the previous month. 


Source: Markit Economics Last observation: March 2013 


Although the crisis in the euro area remains contained, the financial crisis 

in Cyprus and political uncertainty in Italy highlight ongoing vulnerabilities. 
To move the euro area onto a more sustainable growth trajectory, structural 
reforms to enhance competitiveness and further progress toward a banking 
union, as well as fiscal integration, will be needed. 


Japan 


Real GDP in Japan grew by 0.2 per cent in the fourth quarter of 2012, fol- 
lowing two consecutive quarterly declines. Long-standing weakness and 
deflationary pressures have prompted the Japanese authorities to undertake 
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more significant policy measures, including additional fiscal stimulus.* Most 
importantly, the Bank of Japan has moved to a 2 per cent inflation target 
and has recently announced a number of bold new measures designed to 
achieve this goal within two years—almost doubling the monetary base to 
¥270 trillion (or 54 per cent of GDP) by the end of 2014, primarily through the 
purchase of longer-term Japanese government bonds. 


This substantial policy easing will help boost the growth of domestic 
demand in Japan over the projection horizon. The recent sharp depreciation 
of the yen, coupled with an increase in external demand, is also expected to 
spur a significant rebound in exports. However, planned increases in the 
value-added tax in 2014 and 2015 may dampen growth somewhat.® Prospects 
for economic growth in Japan have been revised upward since the January 
Report, as the positive effect of more accommodative monetary policy more 
than offsets the negative influence of a downward revision to the Bank’s view 
on Japan’s potential output growth.°® 


Emerging-Market Economies 


Real GDP growth in China slowed in the first quarter, following a pickup to 
very strong growth rates in the second half of 2012. Ongoing momentum 
in the residential real estate sector and renewed increases in home prices 
have raised concerns about imbalances in the sector, prompting Chinese 
policy-makers to introduce additional measures to limit housing demand 
(Chart 14).’ 


China’s real GDP growth is expected to stabilize in a range between 

7.5 per cent and 8 per cent over the next three years, reflecting policy actions 
taken to dampen the buildup of domestic imbalances. Growth in investment 
spending is projected to slow gradually, as public infrastructure investment 
moderates and the housing sector stabilizes in response to the new, more 
restrictive policy measures. In contrast, the growth of consumer spending is 
expected to gain momentum, fuelled by solid increases in wages and employ- 
ment, as well as ongoing structural reforms. A rebound in exports is also antici- 
pated, consistent with improving demand in advanced economies, but will likely 
be tempered by a projected appreciation in the real value of the renminbi. 


Economic activity has picked up in several other emerging-market economies 
(EMEs). While the improvement has been most pronounced in emerging Asia 
and parts of Latin America, there are sizable differences in economic condi- 
tions across and within regions. Growth in Mexico continues to be relatively 
strong, and economic growth in Brazil has firmed, although it remains below 
potential. An exception in emerging Asia has been India, where growth has 
slowed because of reductions in government spending, a disappointing 
summer harvest and ongoing supply-side constraints. Overall, economic 
activity in EMEs is projected to strengthen over the projection horizon, sup- 
ported by continued policy stimulus and increasing external demand. 


4 The Japanese government announced a supplementary budget in January 2013, with additional 
stimulus totalling ¥13.1 trillion, or 2.8 per cent of GDP. The effects of these measures were incorporated 
into the Bank’s January base-case projection. 

5 Subject to the strength of economic conditions, Japan’s value-added tax will increase from 5 per cent 
to 8 per cent in April 2014 and to 10 per cent in October 2015. 

6 The projected growth of potential output in Japan has been lowered, following a reassessment of the 
impact of the declining labour force. 

7 These measures include a 20 per cent tax on capital gains on property transactions, as well as an 
increase in the down payment requirement and higher mortgage rates for homebuyers purchasing a 
second apartment in cities where housing prices are rising quickly. 
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Chart 14: Ongoing momentum in China’s housing sector is leading to 
renewed increases in home prices 
Year-over-year growth rate of prices for existing (resale) apartments, monthly data 
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Commodity Prices 


Commodity prices remain high by historical standards (Box 2). Modest global 
demand and increased supply, however, have led to a 14 per cent decline in 
the Bank of Canada’s commodity price index (BCPI) from its most recent peak 
in April 2011.8 The BCPI is little changed since the January Report (Chart 15), 
as higher prices for Western Canada Select (WCS) crude oil, natural gas and 
lumber have been offset by declines in other components. 


The Bank’s crude oil price index is up about 7 per cent since the January 
Report, supported by the recovery in the price of WCS, which has jumped 
to US$80 per barrel from a recent low of US$55 per barrel in December. 
However, other benchmark prices for oil, such as Brent and West Texas 
Intermediate (WTI), have decreased. The rebound in the price for WCS is 
related to both increased use of rail transportation and a temporary reduc- 
tion in production, which have eased constraints caused by insufficient 
pipeline capacity. As a result, the spread between WTI and WCS prices has 
returned closer to its historical norm of about US$15 per barrel. 


Based on the latest futures curves, Brent and WTI prices are expected to 
decline slightly over the projection horizon, and the spread between these 
benchmark prices is anticipated to narrow modestly (Chart 16). The gap 
between WTI and WCS prices is expected to widen somewhat, in response 
to an increase in Canadian production. 


Natural gas prices have continued to rise in recent months, increasing by 
about 20 per cent since the January Report. At US$4.20 per million BTU, 
however, prices remain well below the average level of US$5.60 recorded 
over the past ten years. According to the latest futures curve, natural gas 
prices are expected to increase steadily, reaching US$4.50 per million BTU 
by the end of 2015. 


Prices for non-energy commodities have fallen by about 4 per cent since the 
last Report. Base metals prices have been on a declining trend since 2011, 
in line with slowing global economic growth, notably in China. Slower 
growth in demand, combined with increased supply, has led to a marked 


8 Prices quoted in this section are as of Friday, 12 April 2013. 
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Chart 15: The Bank’s commodity price index is little changed, overall, 
since the January Report 
Bank of Canada commodity price index (rebased to January 2003 = 100), monthly data 
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Chart 16: The spread between prices for WCS and WTI has narrowed, 
but is expected to widen 
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Note: Values for April 2013 are estimates based on the average daily spot prices up to 12 April 2013. Futures 
prices are estimates based on an average of futures contracts over the two weeks ending 12 April 2013. 
Source: Bank of Canada 


buildup of inventories. As a result, base metals prices are expected to 
remain weak over the near term, before firming modestly with the projected 
strengthening in global activity. Lumber prices are expected to continue 
rising in coming years, albeit at a more modest pace, since the impact of 
increased demand for lumber from the U.S. housing sector will be partly 
offset by expanding supply. Prices for agricultural products are somewhat 
lower than in January and are expected to decrease further over the projec- 
tion horizon, as crop yields rebound from drought-reduced levels. 


1 GLOBAL ECONOMY 
BANK OF CANADA * MONETARY POLICY REPORT * APRIL 2013 


Box 2 


Commodity Prices Remain Elevated 


In recent years, commodity prices have been elevated and, 
at times, highly volatile. Currently, the Bank of Canada’s 
commodity price index in inflation-adjusted terms (real 
BCPI) remains elevated relative to its historical average 
(Chart 2-A), largely as a result of higher prices for crude oil 
(Table 2-A).' 


Commodity prices are not, however, as elevated as 

they were two years ago. Real prices for crude oil and 

base metals have declined 20 per cent and 28 per cent, 
respectively, since early 2011, mainly reflecting the impact 
of increased supply and slower-than-expected global 
economic growth (especially in China, one of the world’s 
largest consumers of industrial commodities) (Chart 2-B). 
Oil prices remain very elevated despite the recent decline. 
Base metals prices, however, are now close to their long-run 
average.” Natural gas prices have fallen by 17 per cent over 
the past two years to a level below their historical average, 
as a result of the remarkable supply growth in shale gas in 
the United States. In contrast, lumber prices have soared 
by close to 55 per cent since early 2012, benefiting from the 
recovery in the U.S. housing market, and have moved back 
in line with their historical average. 


Since the January Report, prices for the commodities pro- 
duced in Canada have generally increased. Most notably, 
prices for Western Canada Select (WCS), an important 


Table 2-A: Prices in the real BCPI are generally above their 
20- and 40-year averages 


40-year 20-year Changes 
average average since January 
(%) (%) Report (%) 
BCPL 27 34 3 
Non-energy sleds hoe 25 er 
Base metals “1 vies at 42 ; 
Lumber — Pan | Oo =e 9 s 
Agriculture eh | 30 : =3 
Energy 55 48 ary aay 
Oil ; 96 5 Te rch Caen 7 ~_/. 
Natural gas -33 : -29 3 20 es 


Note: All nominal indexes are deflated using the U.S. GDP deflator. Deviations 
of average real prices in the first quarter of 2013 relative to their average over 
the last 40 years (1973-2012) and 20 years (1993-2012) are shown. Changes 
since the January Report compare daily spot prices on 12 April against those 
for 18 January. 


Sources: Haver Analytics and Bank of Canada calculations 


1 Other broader and more “global” commodity price benchmarks exhibit similar 
dynamics. 


2 The persistent run-up in base metals prices prior to the financial crisis induced 
significant investment in new capacity. Most base metals markets are now 
oversupplied, resulting in record-high inventory levels. 


benchmark for Canadian oil producers and exporters, have 
risen by 32 per cent. However, this follows a similarly sharp 
decline in WCS prices through late 2012. These large price 
swings are consistent with the elevated volatility in this 
benchmark compared with global crude oil prices seen in 
recent years (Chart 2-C). 


(continued...) 


Chart 2-A: Commodity prices remain elevated by 
historical standards 


Bank of Canada commodity price index (BCPI) in real terms, 1972Q1 = 100, 
quarterly data 
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Source: Bank of Canada Last observation: 2013Q1 


Chart 2-B: Real prices for crude oil and base metals 
have declined from recent peaks, while prices for lumber 
have increased 

1972Q1 = 100, quarterly data 
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Source: Bank of Canada Last observation: 2013Q1 
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Box 2 (continued) 


Chart 2-C: WCS prices are more volatile than those of The relatively higher volatility of WCS prices reflects the 
other benchmarks lower market liquidity for WCS. This is essentially an over- 
ISIE EITC UUATEEUPA Te Wee AGEL : the-counter cash market for physical delivery; hence, prices 
a respond more quickly and strongly to issues related to 
transportation and infrastructure. Moreover, in recent years, 
on the combination of robust production growth and limited 
progress in expanding transportation capacity has led to 
40 more frequent bottlenecks in the delivery of crude oil from 
Western Canada to market.? As a result, WCS prices are 
30 expected to remain volatile until sufficient transportation 
capacity is in place. This volatility adds to the uncertainty 
20 facing Canada’s energy sector, which is expected to remain 
a factor restraining Canadian business investment. 
10 
0 


2011 2012 2013 
Gl West Texas Intermediate ©) Brent M—— Western Canada Select 


Note: Annualized daily volatility is computed using a GARCH (1,1) method. 
Annual figures are simple averages of daily data. 


Saree banitot Canada’calculations last observation’ 201301 3 For further details, see Box 2, “Developments in the Canadian Energy Sector and 


Their Impact on the Economy,” in the January 2013 Report. 


Implications for the Canadian Economy 


Demand for Canada’s non-commodity exports remains well below its pre- «Demand for Canadian exports is 
recession peak. The foreign activity measure has regained only 70 per cent expected to grow solidly 

of the decline registered during the 2008-09 recession, largely reflecting the 

still-low level of activity in the U.S. housing sector.? Nevertheless, demand 

for Canadian exports is expected to grow solidly over the projection horizon, 

mainly underpinned by the continued recovery in the U.S. housing market 

and robust growth in U.S. business investment. Notably, growing production 4 Growing production of light 

of light crude oil in the United States is not expected to have a significant crude oil in the United States 
impact on Canadian exports of heavy crude. Commodity prices, which, in is not expected tohavea _ 
aggregate, are still at historically high levels, should continue to support significant impact on Canadian 
Canada’s terms of trade and gross domestic income. SXPOris OF eavy crude 


Canadian Dollar 

The Canadian dollar has averaged 98 cents U.S. since the March fixed <4 The Canadian dollar is assumed 
announcement date, compared with the 101 cents U.S. assumed in January to remain at 98 cents U.S. 
(Chart 17). It is assumed to remain at 98 cents U.S. over the projection horizon. 


9 The foreign activity measure captures the composition of foreign demand for Canadian exports by 
weighting the various components of U.S. private final domestic demand and economic activity in other 
countries according to their importance for Canada’s external trade. 
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Chart 17: The Canadian dollar has depreciated since the January Report 
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Note: A rise in either series indicates an appreciation of the Canadian dollar. 
Source: Bank of Canada Last observation: 12 April 2013 
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Canadian Economy 


Following a weak second half of 2012, economic growth in Canada is pro- 
jected to regain some momentum through 2013 as net exports pick up and 
business fixed investment returns to more solid growth (Chart 18). Consumer 
spending is expected to grow at a moderate pace over the projection 
horizon, while residential investment declines further from historically high 
levels. Growth in total household credit has slowed and the Bank continues 
to expect that the household debt-to-income ratio will stabilize near current 
levels. Despite the projected recovery in exports, they are likely to remain 
below their pre-recession peak until the second half of 2014, owing to 
restrained foreign demand and ongoing competitiveness challenges, 
including the persistent strength of the Canadian dollar. 


The outlook for the Canadian economy is slightly weaker than forecast in the 
January Report, with government spending now assumed to make an even 
smaller contribution to real GDP growth. Business investment growth is also 
projected to be somewhat weaker, reflecting ongoing challenges in the 
resource sector and firms’ broader concerns regarding the strength of 
global and domestic demand. As a result, the Bank now sees the Canadian 
economy returning to full capacity only in mid-2015. 


Chart 18: Business fixed investment and net exports are expected to rebound 
from recent weakness 
Contributions to real GDP growth; 4-quarter moving average 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


< Following a weak second half 
of 2012, economic growth in 
Canada is projected to regain 
some momentum through 2013 


<The Bank now sees the 
Canadian economy returning to 
full capacity only in mid-2015 
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Inflation is projected to rise 6 
gradually to the 2 per cent 
target by mid-2015 


The supply and price of credit for » 
businesses and households in 
Canada remain very stimulative 


Total and core CPI inflation have remained low in recent months, broadly in 
line with expectations in the January Report, although there has been 
considerable monthly volatility. Both inflation measures are projected to 
remain well below 2 per cent in coming quarters, reflecting the material 
slack in the economy, heightened competitive pressures in the retail 
sector, and some special factors such as slower increases in regulated 
prices and the pass-through of previous declines in agricultural prices to 
consumer prices. As the economy returns to full capacity, and with infla- 
tion expectations well anchored, inflation is projected to rise gradually to 
the 2 per cent target by mid-2015. 


Financial Conditions 


Reflecting in part the considerable monetary policy accommodation in 
place, the supply and price of credit for businesses and households in 
Canada remain very stimulative (Chart 19), continuing to provide important 
support to the economic expansion. 


Canadian debt markets have generally remained strong in recent months. 
Yields on corporate bonds have edged down from their already exception- 
ally low levels, reflecting both a decline in yields on Canadian government 
bonds and a further narrowing in credit spreads. Canadian equity markets, 
however, have underperformed equity markets in some other advanced 
economies since the January Report. 


Additional evidence that credit conditions for Canadian firms continue to be 
very stimulative is provided by the responses of firms surveyed in the Bank’s 
spring Business Outlook Survey (available on the Bank’s website under 
Publications and Research > Periodicals > BOS Spring 2013) and those of 
financial institutions surveyed in the latest Senior Loan Officer Survey (avail- 
able on the Bank’s website under Publications and Research > Periodicals 
> SLOS 2013Q1). Responses to these surveys indicate that, on balance, 
borrowing conditions are little changed since last autumn, following a period 
of almost uninterrupted easing since late 2009 (Chart 20). Nonetheless, 
some tightening has been reported for smaller firms in the resource sector. 


Chart 19: Borrowing costs for businesses and households remain very 
stimulative 
Weekly data 


2008 2009 2010 2011 2012 2013 


— Effective business interest rate -—— Effective household interest rate 


Note: For more information on these series, see <http://credit.bankofcanada.ca/financialconditions>. 
Source: Bank of Canada calculations Last observation: 12 April 2013 
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The favourable lending conditions offered to Canadian firms by financial 
institutions partly reflect the ongoing access by Canadian banks to low-cost 
funding across the term structure in both Canadian and foreign currencies. 


The growth of total business credit has remained well above its historical < Total business credit is still 
average, stimulated by the highly advantageous financing conditions growing considerably faster 
(Chart 21). Some moderation has been seen in recent months, however, than business investment 


partly reflecting the unwinding of transitory factors. In particular, bond issu- 
ance by non-financial corporations has slowed following rapid growth in the 


Chart 20: Lending conditions for Canadian firms have changed little 
in recent quarters 
Balance of opinion 
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Tightening 
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— Overall business-lending conditions from the Senior Loan Officer Survey@ 
Ml Overall credit conditions from the Business Outlook Survey® 


a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus 
the weighted percentage reporting eased credit conditions 

b. Percentage of firms reporting tightened credit conditions minus the percentage reporting eased 
credit conditions 


Source: Bank of Canada Last observation: 2013Q1 


Chart 21: Business credit growth remains well above its historical average, 
while the growth of household credit has slowed further 
3-month percentage change (at annual rates) 
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As expected, growth in total 
household credit has continued 
to moderate 


The Bank continues to 
anticipate that the debt-to- 
income ratio will stabilize near 
current levels 


fourth quarter of 2012 (Chart 22), which was boosted by the early refinan- 
cing of corporate debt at favourable interest rate levels, according to 
industry consultations. In spite of the recent slowing, total business credit is 
still growing considerably faster than business investment. 


As expected, growth in total household credit has continued to moderate 
despite near-record-low borrowing rates (Chart 23). The cumulative effects 
of changes to mortgage insurance rules and the tightening of mortgage 
underwriting guidelines, an increasing appreciation among consumers of 
the risks associated with elevated debt levels, and the tightening bias of the 
Bank of Canada have all contributed to this moderation. With household 
credit growth slowing to a pace close to that of disposable income in the 
fourth quarter, the aggregate household debt-to-income ratio remained 
roughly unchanged from the previous quarter at 165 per cent. The Bank 
continues to anticipate that the debt-to-income ratio will stabilize near 
current levels. 


Chart 22: Bond issuance by Canadian non-financial firms has slowed following 
its rapid pace at the end of 2012 
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Source: Bank of Canada Last observation: 2013Q1 


Chart 23: Household credit has trended lower in recent years 
Year-over-year percentage change, monthly data 


0 
2008 2009 2010 2011 2012 2013 
— Consumer credit —— Residential mortgage credit —— Total household credit 


Source: Bank of Canada Last observation: February 2013 
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Growth in the narrow monetary aggregates has picked up noticeably since 
the beginning of the year, coincident with other indicators that suggest a 
firming in GDP growth. Growth in the broad monetary aggregates has also 
increased over the same period, largely owing to the contribution from 
narrow money. Nonetheless, the overall trend in broad money remains con- 
sistent with subdued inflationary pressures ahead. 


Estimated Pressures on Capacity 


Output-related indicators suggest that a material degree of slack has re- < A material degree of slack has 
emerged in the Canadian economy, as real GDP expanded at a rate below re-emerged in the Canadian 
that of the economy’s production potential throughout 2012. Real GDP grew economy 


by 0.6 per cent (at annual rates) in the fourth quarter, with solid advances 
across most domestic components of GDP offset by an unexpectedly large 
reduction in inventory investment. The Bank estimates that real GDP growth 
picked up to 1.5 per cent in the first quarter of 2013, driven primarily by a 
stabilization in inventory investment as well as higher exports, which in turn 
were supported by improved global demand and the passing of the tem- 
porary factors that restrained activity in the energy sector through the second 
half of 2012. These rates of growth in output are slightly weaker than had been 
anticipated in the January Report, leaving the level of real GDP in the first 
quarter of 2013 0.3 per cent below the level expected at that time. Consistent 
with these dynamics, the Bank’s conventional measure of the output gap 
widened slightly to -1.2 per cent in the first quarter of 2013 (Chart 24). 


On balance, responses to the Bank’s spring Business Outlook Survey also 
indicate a material degree of slack in the Canadian economy (Chart 24). 
The proportion of firms that would have difficulty meeting an unexpected 
increase in demand remains below the level Seen over much of the past two 


Chart 24: Excess capacity in the Canadian economy has increased 
in recent quarters and is material 
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a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms indicating 
that they would have either some or significant difficulty meeting an unanticipated increase in 
demand/sales. 

. Response to Business Outlook Survey question on labour shortages. Percentage of firms reporting 

labour shortages that restrict their ability to meet demand. 

Difference between actual output and estimated potential output from the Bank of Canada’s 

conventional measure. The estimate for the first quarter of 2013 (indicated by *) is based on a projected 

increase in output of 1.5 per cent (at annual rates) for the quarter. 


Source: Bank of Canada Last observation: 2013Q1 
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Labour market indicators more 
generally continue to suggest 
the persistence of slack, 
although to varying degrees 


> 


years and below its historical average. The proportion of firms reporting 
labour shortages declined further in the latest survey, remaining below the 
survey average. 


Labour market indicators more generally continue to suggest the persis- 
tence of slack, although to varying degrees (Chart 25). While the monthly 
employment data have been volatile, the unemployment rate declined to an 
average of 7.1 per cent in the first quarter, the lowest rate since the end of 
2008. However, the average duration of unemployment and the proportion 
of involuntary part-time workers remain at elevated levels. In addition, wage 
growth has moderated in recent quarters (Chart 26). 


Chart 25: Despite some improvements, labour market indicators 
suggest the persistence of slack in the economy 
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a. Expressed as a percentage of total part-time employment, unadjusted, 12-month moving average 


Sources: Statistics Canada and Bank of Canada calculations Last observation: March 2013 


Chart 26: Increases in wages have been more subdued recently 
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On balance, the Bank judges that the economy was operating about 
1% per cent below its production capacity in the first quarter of 2013, 
a Slightly larger degree of slack than expected in the January Report. 


The Real Economy 


The Bank continues to forecast a pickup in real GDP growth through 2013 
(Chart 27) and some rebalancing of aggregate demand in Canada. With 
external demand projected to grow solidly and some of the challenges in the 
resource sector expected to be addressed over time, the contributions to 
growth from net exports and business fixed investment are forecast to 
increase (Chart 18 and Table 2). Growth in household spending is projected 
to be relatively modest, reflecting continued moderate increases in 


Chart 27: Real GDP growth is expected to pick up through 2013 
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Sources: Statistics Canada and Bank of Canada calculations and projections 
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Table 2: Contributions to average annual real GDP growth 
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CANADIAN ECONOMY 


23 


On balance, the Bank judges 
that the economy was operating 
about 1% per cent below its 
production capacity in the first 
guarter of 2013 


The Bank continues to forecast 
a pickup in real GDP growth 
through 2013 


yi CANADIAN ECONOMY 


BANK OF CANADA * MONETARY POLICY REPORT * APRIL 2013 


Table 3: Summary of the base-case projection for Canada? 


Real GDP (quarter-over-quarter 
percentage change at annual rates) 


2.3 2a 


eo 
wy 
— 


Real GDP (year-over-year percentage . 
change) 


Wag ip emo a4 


Core inflation (year-over-year 
percentage change) 


Mok 2.0. f. 20m 20 


BNYION|No 


~~ 


Total CPI (year-over-year percentage. 
change) 


19 1 90.) 20-1 20 


_s 
ES 


— 
— 
— 


Total CPI excluding the effect of the HST | 


and changes in other indirect taxes 


| 


fo oO OUT 20 


=~ 
— i | 
NS 
—— 


(year-over-year percentage change) 


WTIP (level) 


Brent? (level) 


a. Figures in parentheses are from the base-case projection in the January 2013 Monetary Policy Report. 


b. Assumptions for the price of West Texas Intermediate and Brent crude oil (US$ per barrel) are based on an average of futures contracts over the two weeks ending 
12 April 2013. 
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January Report 
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construction, there are still signs 
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consumption and further declines in residential investment. The contribution 
of government spending to GDP is expected to remain at levels well below 
its historical average. 


On a quarterly basis, economic growth in Canada is expected to rise from 
the 1.5 per cent estimated for the first quarter of 2013 to 2.5 per cent in 
the second half of 2013 and 3.0 per cent in the first half of 2014 (Table 3). 
Despite this expected pickup, the weak output growth through the second 
half of 2012 causes real GDP growth on an annual average basis to dip 

to 1.5 per cent in 2013 from 1.8 per cent in 2012. The economy is then 
expected to grow by 2.8 per cent in 2014 and by 2.7 per cent in 2015, well 
above the estimated growth of potential output. 


The level of economic activity over the projection horizon is somewhat lower 
than in the January Report. This reflects downward revisions to growth in 
government spending, in line with the latest budget announcements from all 
levels of government. It also reflects a slightly lower profile for business fixed 
investment, owing to firms’ heightened concerns regarding the strength of 
demand as well as volatility in the prices received by Canadian oil 
producers. 


Household spending has evolved broadly as expected in recent quarters. 
Consumption has risen at about the same pace as disposable income, 
holding the savings rate roughly stable at slightly below 4 per cent and con- 
tinuing to restrain the need for consumer credit. At the same time, residen- 
tial investment has declined further from historically high levels, owing to 
lower rates of new construction. Housing starts dropped markedly in the 
first quarter to an average of about 177,000 units, after remaining above 
demographic demand (estimated at roughly 185,000 units) over the past two 
years. Despite the recent moderation in the rate of new housing construc- 
tion, there are still signs of overbuilding, particularly of multiple-unit dwell- 
ings in some urban areas (Chart 28). The resale housing market has shown 
some signs of stabilization in recent months, following the easing in both 
activity and prices from the high levels reached between the latter part of 
2011 and early 2012. Still, valuations in some segments of the housing 
market remain stretched. 


CANADIAN ECONOMY D5 


BANK OF CANADA * MONETARY POLICY REPORT * APRIL 2013 


Chart 28: Despite some moderation in new residential construction, there are 
still signs of overbuilding, particularly of multiple-unit dwellings 


Adjusted for population aged 25+ years, deviation from historical average, 
per 100,000 people, major metropolitan areas 
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Statistics Canada, and Bank of Canada calculations Last observation: February 2013 


Chart 29: Consumption is expected to continue to grow at a moderate pace 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


As in the January Report, the outlook for household spending reflects some 
ongoing restraint by Canadian households related to high levels of debt. 
Consumption is still expected to grow at a moderate rate over the projection 
horizon, in line with the growth of disposable income (Chart 29). Residential 
investment is anticipated to decline further as overbuilding begins to be 


addressed, contributing to a more sustainable path for the housing sector. In 


this regard, the share of residential investment in the overall economy is 
projected to decline toward its historical average (Chart 30). 


The Bank expects growth in business fixed investment to return to a more 
solid pace through 2013 (Chart 31) after slowing through the second half of 
2012 (Box 3). This slowdown, which was concentrated in the resource 
sector, appears to have reflected both sector-specific challenges and more 
general concerns about the outlook for global and domestic demand. The 


< Consumption is still expected to 
grow at a moderate rate, in line 
with the growth of disposable 
income 


<The Bank expects growth in 
business fixed investment to 
return to a more solid pace 
through 2013... 
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Box 3 


Factors Weighing on the Outlook for Business Investment 


After picking up strongly during the recovery, business 
investment slowed unexpectedly in the second half of 2012. 
Over the same period, responses to the Bank's Business 
Outlook Survey began to indicate that concerns about 
demand were weighing on firms’ expectations for business 
activity. In the most recent survey, many firms reported 
that uncertainty is leading them to postpone some invest- 
ment projects or to favour investments with smaller capital 
outlays, shorter payback periods or less risk, or to shift 
their investment spending toward new or different seg- 
ments of demand. The source of the uncertainty weighing 
on investment plans was most often related to demand or 
sector-specific conditions (Chart 3-A). 


According to Statistics Canada’s survey on private and 
public investment intentions, plans for private capital 
spending for 2013 registered their smallest increase since 
2009. Investment intentions weakened in several sectors, 
including manufacturing, although much of the overall 
weakness came from the mining and oil and gas extraction 
sectors, where investment intentions are no longer growing 
(Chart 3-B). These sectors led investment activity earlier in 
the recovery and together account for 35 per cent of busi- 
ness investment in Canada. Recent pressures on investment 
intentions in these sectors are described below. 


Oil and gas 

Lower prices for Western Canada Select (WCS), coupled 
with historically low prices for natural gas and heightened 
uncertainty about the global economic outlook, contributed 
to a marked slowdown in engineering investment in Canada 
in the second half of 2012. In Western Canada, drilling 
activity was less buoyant as firms dealt with lower prices and 
cash flows, and junior and intermediate producers experi- 
enced challenges accessing capital markets. In addition, 
concerns about the likelihood and timing of major pipeline 
projects, together with the rapid increase in the production of 
light oil in the United States, have led to uncertainty around 
pricing and market access going forward. This uncertainty 
persists and, notwithstanding the strengthening of WCS 
prices in recent months, is tempering investment intentions 
for 2013-14 as some firms are re-evaluating their projects. 


Mining 

Following an intense period of exploration and large invest- 
ments in the mining sector, the price profile for several 
metals extracted in Canada has weakened amid sluggish 
global demand and growing world supply. Many mining firms 
have shifted to lower-cost projects that pose less risk in this 
environment. At the same time, higher construction and 


operating costs have provided strong incentives to invest to 
improve efficiency. As with oil and gas, junior mining com- 
panies have faced difficult capital market conditions, and 
many are re-evaluating their exploration programs to shut 
down or divest their high-cost, non-core assets. 


(continued...) 


Chart 3-A: Firms indicate that uncertainty about demand or 
sector-specific conditions is affecting their investment plans 
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Note: Respondents were allowed to give multiple answers. 


Source: Bank of Canada, based on responses of firms reporting in the spring 2013 Business 
Outlook Survey that uncertainty was having some influence on investment plans 


Chart 3-B: Investment intentions in oil and gas extraction 
and mining are no longer growing 


Contribution to the percentage change in total nominal private non-residential 
capital spending; annual data 
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Sources: Statistics Canada, “Private and Public Investment, 2013” and 
Bank of Canada calculations 


Box 3 (continued) 


Overall, factors weighing on investment plans in energy and 
mining are likely to persist in the near term. Some of the 
factors dampening investment intentions in other sectors are 
expected to subside over the second half of 2013, as foreign 
demand improves and uncertainty surrounding the economic 
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outlook dissipates. In the longer term, the investment outlook 
depends on several developments, notably, stronger demand 
in emerging-market economies and the resolution of bottle- 
necks in the infrastructure for transporting North American 
crude oll. 


Chart 30: The share of residential investment in GDP is expected 
to decline from its current high level 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


projection for more solid investment growth continues to be supported by 
the healthy aggregate financial position of Canadian firms, favourable credit 
conditions and the strong Canadian dollar, as well as the impetus to improve 
productivity amid heightened pressures to become more competitive. 
However, there are signs that the factors that have recently been weighing 

on investment growth are likely to persist for some time. Responses to the 
Bank’s spring Business Outlook Survey point to moderate growth in business 
fixed investment over the near term, with many firms reporting that uncer- 
tainty regarding economic developments is influencing their investment plans 
and decisions, most frequently leading them to postpone projects. Statistics 
Canada’s latest annual survey of private and public investment also implies 
only a gradual rise in business investment growth in the quarters ahead, with 
the average annual nominal rate of growth in 2013 projected to be down from 
2012, notably in the resource sector. Against this backdrop, the Bank now 
forecasts a more subdued pickup in the growth rate of business fixed invest- 
ment than was anticipated in the January Report. 


Government spending is expected to contribute only very marginally to real 
GDP growth over the projection horizon (Chart 32). While this contribution is 
considerably weaker than has been typical historically, it is in line with the 
plans of federal, provincial and local governments to consolidate spending. 
The profile for government spending is lower than in the January Report, 
reflecting spending plans announced in recent budgets at all levels of govern- 
ment, as well as the latest information provided by the National Accounts. 
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Available indicators suggest 

a continued pickup in exports 

in early 2013 following a sharp 
contraction in the third quarter 
of 2012 


The growth of exports continues 
to be restrained by ongoing 
competitiveness challenges 


> 
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Chart 31: Business fixed investment is projected to grow at a slower pace 
than in the average cycle 


Comparison of real business fixed investment across economic cycles; 
quarter before the downturn in real GDP = 100, quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Chart 32: Government spending is expected to contribute only marginally 
to real GDP growth 
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The Bank expects net exports to provide a rising, although still relatively 
modest, contribution to GDP growth over the next two years. Available indi- 
cators suggest a continued pickup in exports in early 2013 following a sharp 
contraction in the third quarter of 2012, which resulted in part from tem- 
porary disruptions in the energy sector (Box 4). Exports are projected to 
continue to grow at a solid pace thereafter, consistent with the strength- 
ening of private sector demand in the United States and the projected 
recovery in the global economy more broadly (Box 1). However, the growth 
of exports continues to be restrained by ongoing competitiveness chal- 
lenges, including the persistent strength of the Canadian dollar, which is 
being influenced by safe-haven flows and spillovers from global monetary 


Box 4 
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9: 


Explaining the Unexpected Weakness of the Canadian Economy in 2012 


Canadian economic activity was weaker than expected 

in 2012. On an average annual basis, real GDP grew by 

1.8 per cent, compared with the 2.4 per cent projected in the 
April 2012 Monetary Policy Report. The most important con- 
tributors to this unexpected weakness were exports and, to a 
lesser extent, business fixed investment, the effects of which 
were only partly offset by higher inventory investment and 
weaker imports (Chart 4-A). Government expenditures and 
household spending were roughly in line with expectations. 


Economic growth in the United States in 2012 was broadly 
consistent with the Bank's expectations last April, particularly 
in those components of demand most important to Canadian 
exports. Largely as a result, the Canadian foreign activity 
measure, which is used as a proxy for external demand for 
Canadian products, grew roughly as had been projected in 
April 2012 (Chart 4-B). Canadian exports thus appear to have 
significantly underperformed. 


The weakness in Canadian exports over the past year partly 
reflects idiosyncratic developments unrelated to the strength of 
foreign demand, notably unanticipated disruptions at numerous 
oil-extraction facilities in Canada and temporary pipeline limit- 
ations that constrained exports of crude oil. The relative weak- 
ness of exports may also reflect shifts in the structure of foreign 
demand for Canadian products, which are not fully captured by 
the foreign activity measure. For example, Canadian exports of 
non-energy commodities to China and other emerging-market 
economies (EMEs) have become more significant to Canadian 
trade in recent years. EMEs recovered relatively quickly from 
the global recession, but their economic growth was weaker 

in 2012 than the Bank had expected. Finally, competitiveness 


Chart 4-A: Unexpected weakness in real GDP growth has 
stemmed mainly from lower exports 


Contribution to the surprise to annual real GDP growth in 2012 relative 
to the April 2012 Report 
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Sources: Statistics Canada and Bank of Canada calculations 


challenges may also have played a role, with the Canadian dollar 
remaining strong and productivity growth weak. 


The Bank's projection incorporates some further decline 

in exports relative to the foreign activity measure despite 
the anticipated unwinding of the transitory factors that had 
depressed commodity exports (Chart 4-C). This creates 
some upside risk to exports ahead. 


Chart 4-B: In 2012, exports were much weaker than the 
foreign activity measure 
Index 2011 = 100; quarterly data 
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Chart 4-C: The Bank projects some further decline in the 
ratio of exports to the foreign activity measure 
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Chart 33: The recovery in exports is expected to remain weak, owing to 
external headwinds and competitiveness challenges 
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policy. These challenges, coupled with the still-weak level of foreign 
demand, suggest that Canada’s exports will not regain their pre-recession 
peak until the second half of 2014 (Chart 33). 


Relative to the January Report, net exports have been revised up some- 
what in 2014, reflecting the slightly higher level of foreign demand relative 
to domestic demand. With modest improvements in the real trade bal- 
ance, Canada’s sizable current account deficit, which is currently around 
4 per cent of GDP (Chart 34), is projected to narrow gradually over the 
forecast horizon. 


Given the above projection for real GDP, the Canadian economy is expected 
to reach full capacity in mid-2015, later than anticipated in the January 
Report. 
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Inflation 


Total and core CPI inflation have remained low in recent months, broadly in line 
with expectations in the January Report. There has been considerable monthly 
volatility, however, largely related to movements in auto prices. 


The low level of core inflation, at an average of 1.2 per cent in January and 
February, reflects muted price pressures across a wide range of goods and 
services. This is consistent with the material excess capacity in the economy 
as well as heightened competitive pressures on retailers from both domestic 
and foreign sources. The continued expansion of big-box stores in Canada 
and the arrival of large U.S. retailers have been factors, as has the rise in online 
shopping. There has also been an increase in cross-border shopping, stimu- 
lated by the persistent strength in the Canadian dollar and the rise in travellers’ 
duty-free exemptions for short stays implemented in June 2012. In addition, a 
number of special factors have put downward pressure on core inflation in 
recent quarters, including slower increases in regulated prices (Such as auto 
insurance) and the relatively large impact of past declines in the world prices of 
agricultural commodities on food and clothing prices in Canada. 


Total CPI inflation, which averaged 0.9 per cent in January and February, 
has been restrained by low core inflation as well as by declining mortgage 
interest costs, although this has been offset in part by higher prices for 
gasoline in recent months. 


Inflation expectations remain well anchored. As reported in the Bank’s 
spring Business Outlook Survey, 93 per cent of firms surveyed expect 
average inflation over the next two years to remain within the 1 to 3 per cent 
inflation-control range. A majority of firms now expect inflation to be in the 
lower half of that range, consistent with the Bank’s inflation projection. 

The April Consensus Economics forecasts for total CPI inflation were 

1.4 per cent in 2013 and 1.8 per cent in 2014. Market-based measures of 
longer-term inflation expectations also continue to be consistent with the 

2 per cent inflation-control target. 


Core inflation is expected to remain subdued in coming quarters before 
rising gradually to 2 per cent by mid-2015 (Chart 35), as the economy 
returns to full capacity, the special factors that are weighing on core inflation 
subside, and inflation expectations remain well anchored.'? In addition, while 
wage growth has been relatively subdued recently, partly because of ongoing 
public sector wage restraints, productivity growth has been weak. As a result, 
growth in unit labour costs has risen in recent quarters (Chart 36), which is 
expected to contribute to the anticipated gradual rise in core inflation. The 
projection for core inflation is slightly lower than in the January Report owing 
to the greater-than-anticipated slack in the Canadian economy over most of 
the projection horizon. 


Total CPI inflation is projected to remain near 1 per cent through a large part 
of 2013, owing to low core inflation as well as the dampening impact of 
lower mortgage interest costs. Thereafter, total CPI inflation is expected to 
return gradually to target by mid-2015. The profile for total inflation is some- 
what lower than in the January Report, mainly because of more subdued 
core inflation. 


10 As previously assumed, the indirect effects associated with the restoration of the provincial sales tax in 
British Columbia are expected to have a minor effect on core inflation over the projection horizon (see 
the April 2012 Monetary Policy Report). 
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Chart 35: Total CPI inflation is projected to remain below 2 per cent until mid-2015 


Year-over-year percentage change, quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


Chart 36: Unit labour costs have picked up owing to weak productivity 
Year-over-year percentage change, quarterly data 
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This projection includes a gradual reduction in monetary stimulus over the 
projection horizon, consistent with achieving the inflation target. 


The uncertainty surrounding the Bank’s inflation projection is illustrated 
using fan charts. Chart 37 and Chart 38 depict the 50 per cent and 

90 per cent confidence bands for year-over-year core inflation and total CPI 
inflation from the second quarter of 2013 to the end of 2015. 
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Chart 37: Projection for core CPI inflation Chart 38: Projection for total CPI inflation 
Year-over-year percentage change, quarterly data Year-over-year percentage change, quarterly data 
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RISks to the Outlook 


25 


The inflation outlook in Canada is subject to upside and downside risks, which 
are similar to those identified in the January Report. 


The three main upside risks to inflation in Canada relate to the possibility of 
stronger-than-expected growth in the U.S. and global economies, a sharper- 
than-expected rebound in Canadian exports, and renewed momentum in 
Canadian residential investment. 


» Private sector demand in the United States has been stronger than 
expected, and could continue to surprise on the upside given the degree 
of household deleveraging that has already taken place. In addition, the 
extraordinary monetary policy measures recently adopted by a number of 
countries could have a larger-than-anticipated effect on global demand and 
commodity prices. 


= Growth in Canadian exports could be stronger than expected if exporters 
improve their competitiveness more rapidly than currently assumed. The 
unexpected weakness in exports in the second half of 2012 could also give 
way to a sharper rebound in 2013. 


» While residential investment in Canada has declined as expected after 
reaching record-high levels, it could regain momentum, adding to domestic 
demand for a time but reinforcing existing imbalances. 


The three main downside risks to inflation in Canada relate to the European 
crisis, more protracted weakness in business investment and exports in Canada, 
and the possibility that growth in Canadian household spending could be 
weaker. 


# Failure to contain the crisis in Europe remains the most serious risk facing 
the global and Canadian economies. Even if the crisis stays contained, there 
is a risk that the weakness in Europe could be more protracted and that 
uncertainty could remain elevated for longer than presently projected. 


* The projected pickup in Canadian economic growth through 2013 relies 
heavily on an improvement in business investment and net exports. There 
is a risk that the recent poor performance could be extended longer than 
expected, particularly if external demand is weaker or if commodity prices 
are less supportive. 


* Continuing high household debt levels in Canada could lead to weaker 
household spending. Relatedly, if there were a sudden weakening in the 
Canadian housing sector, it could have sizable spillover effects on other 
areas of the economy. 


Overall, the Bank judges that the risks to the inflation outlook in Canada are 
roughly balanced over the projection horizon. 
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Monetary Policy Report Summary 
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This text is a commentary of the Governing Council of the Bank of Canada. 


Highlights 


» Global economic activity is expected to grow modestly in 2013 before strengthening in 2014 
and 2015. 


» Following a weak second half of 2012, growth in Canada is projected to regain some 
momentum through 2013. The economy is expected to reach full capacity in mid-2015, later 
than previously anticipated. 


» The Bank projects that the Canadian economy will grow by 1.5 per cent in 2013, 
2.8 per cent in 2014 and 2.7 per cent in 2015. 


= Both total and core inflation are expected to remain subdued in coming quarters before 
gradually rising to 2 per cent by mid-2015. 


» On 6 March and 17 April, the Bank maintained the target for the overnight rate at 
1 per cent. 


Global economic growth has evolved broadly as anticipated in January. In the United States, 
the economic expansion is continuing at a modest pace, with gradually strengthening private 
demand partly offset by accelerated fiscal consolidation. Significant policy stimulus has been 
introduced in Japan. Europe, in contrast, remains in recession, with economic activity 
constrained by fiscal austerity, low confidence and tight credit conditions. After picking up to very 
strong rates in the second half of 2012, growth in China has eased. Commodity prices received 
by Canadian producers remain elevated by historical standards and, overall, they are little 
changed since January. The Bank expects global economic activity to grow modestly in 2013 
before strengthening over the following two years. 


Following a weak second half of 2012, growth in Canada is projected to regain some momentum 
through 2013 as net exports pick up and business investment returns to more solid growth. 
Consumer spending is expected to grow at a moderate pace over the projection horizon, while 
residential investment declines further from historically high levels. Growth in total household 
credit has slowed and the Bank continues to expect that the household debt-to-income ratio will 
stabilize near current levels. Despite the projected recovery in exports, they are likely to remain 
below their pre-recession peak until the second half of 2014 owing to restrained foreign demand 
and ongoing competitiveness challenges, including the persistent strength of the Canadian 
dollar. 


On a quarterly basis, growth in Canada is expected to pick up to about 2.5 per cent in the 
second half of this year. Despite this expected pickup, with the weak growth in the second half of 
2012, annual average growth is now projected to be 1.5 per cent in 2013. The economy is then 
projected to grow by 2.8 per cent in 2014 and 2.7 per cent in 2015, reaching full capacity in mid- 
2015 — later than anticipated in January. 


SUMMARY 
BANK OF CANADA « MONETARY POLICY REPORT » APRIL 2013 


Total CPI and core inflation have remained low in recent months, broadly in line with 
expectations in January. Muted core inflation reflects material excess supply in the economy, 
heightened competitive pressures in the retail sector, and some special factors such as slower 
increases in regulated prices and the pass-through of previous declines in agricultural prices to 
consumer prices. Total CPI inflation has been restrained by low core inflation and declining 
mortgage interest costs, with some offset from higher gasoline prices. 


Both total and core inflation are expected to remain subdued in coming quarters before gradually 
rising to 2 per cent by mid-2015 as the economy returns to full capacity, the special factors that 
are weighing on core inflation subside, and inflation expectations remain well-anchored. 


The inflation outlook in Canada is subject to upside and downside risks, which are similar to 
those identified in January. 


The three main upside risks relate to the possibility of stronger-than-expected growth in the U.S. 
and global economies, a sharper-than-expected rebound in Canadian exports, and renewed 
momentum in Canadian residential investment. 


The three main downside risks relate to the European crisis, more protracted weakness in 
business investment and exports in Canada, and the possibility that growth in Canadian 
household spending could be weaker. 


Overall, the Bank judges that the risks to the inflation outlook in Canada are roughly balanced 
over the projection horizon. 


Reflecting all of these factors, on 17 April, the Bank decided to maintain the target for the 
overnight rate at 1 per cent. With continued slack in the Canadian economy, the muted outlook 
for inflation, and the constructive evolution of imbalances in the household sector, the 
considerable monetary policy stimulus currently in place will likely remain appropriate for a 
period of time, after which some modest withdrawal will likely be required, consistent with 
achieving the 2 per cent inflation target. 


Projection for global economic growth 


Sharebarontalsbat Projected growth? (per cent) 
GDP? (per cent) 2012 2013 2014 2015 
United States 19 2.22.3) 2.0 (2.1) Sel (3:1) 33 
Euro area 14 -0.5 (-0.4) -0.6 (-0.3) 0.8 (0.8) 1.4 
Japan 6 2.0 (2.0) ine 1.4 (1.0) 1.6 (1.2) 1.4 
China 14 7.8 (7.8) 7.7 (7.8) 7.6 (7.7) a7 
Rest of the world 47 Stns) 3.2 (3.0) ST) (GES) 3.9 
World 100 3.0 (3.0) 3.0 (2.9) a6 (35) 3.8 


a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity (PPP) valuation of country GDPs for 2011. 
Source: IMF, World Economic Outlook, October 2012 

b. Numbers in parentheses are projections used for the January 2013 Monetary Policy Report. 

Source: Bank of Canada 


5 


SUMMARY 


BANK OF CANADA = MONETARY POLICY REPORT # APRIL 2013 


Summary of the base-case projection for Canada* 


Real GDP (quarter-over- 
quarter percentage 
change at annual rates) 


Real GDP (year-over-year 
percentage change) 


Core inflation (year-over- 
year percentage change) 


Total CPI (year-over-year 
percentage change) 


Total CPI excluding the 
effect of the HST and 
changes in other indirect 
taxes (year-over-year 
percentage change) 


WTI? (level) 


Brent” (level) 
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a. Figures in parentheses are from the base-case projection in the January 2013 Monetary Policy Report. 
b. Assumptions for the prices of West Texas Intermediate and Brent crude oil (US$ per barrel) are based on an average of futures contracts over the two 


weeks ending 12 April 2013. 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July and October. 
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Canada’s Inflation-Control Strategy’ 


Inflation targeting and the economy 


The Bank's mandate is to conduct monetary policy to pro- 
mote the economic and financial well-being of Canadians. 


Canada's experience with inflation targeting since 1991 
has shown that the best way to foster confidence in the 
value of money and to contribute to sustained economic 
growth, employment gains and improved living standards 
is by keeping inflation low, stable and predictable. 


In 2011, the Government and the Bank of Canada renewed 
Canada’s inflation-control target for a further five-year 
period, ending 31 December 2016. The target, as measured 
by the total consumer price index (CPI), remains at the 

2 per cent midpoint of the control range of 1 to 3 per cent. 


The monetary policy instrument 


The Bank carries out monetary policy through changes 

in the target overnight rate of interest.2 These changes 

are transmitted to the economy through their influence 

on market interest rates, domestic asset prices and the 
exchange rate, which affect total demand for Canadian 
goods and services. The balance between this demand 
andthe economy's production capacity is, over time, the 
primary determinant of inflation pressures in the economy. 


Monetary policy actions take time—usually from six to 
eight quarters—to work their way through the economy 
and have their full effect on inflation. For this reason, 
monetary policy must be forward looking. 


Consistent with its commitment to clear, transparent 
communications, the Bank regularly reports its perspec- 
tive on the forces at work on the economy and their 


implications for inflation. The Monetary Policy Report is a 
key element of this approach. Policy decisions are typi- 
cally announced on eight pre-set days during the year, 
and full updates of the Bank’s outlook, including risks to 
the projection, are published four times per year in the 
Monetary Policy Report. 


Inflation targeting is symmetric and flexible 


* Canada’s inflation-targeting approach is symmetric, which 
means that the Bank is equally concerned about inflation 
rising above or falling below the 2 per cent target. 


* Canada’s inflation-targeting framework is flexible. 
Typically, the Bank seeks to return inflation to target over 
a horizon of six to eight quarters. However, the most 
appropriate horizon for returning inflation to target will 
vary depending on the nature and persistence of the 
shocks buffeting the economy. 


Monitoring inflation 


* Inthe short run, a good deal of movement in the CPI is 
caused by fluctuations in the prices of certain volatile 
components (e.g., fruit and gasoline) and by changes in 
indirect taxes. For this reason, the Bank also monitors a 
set of “core” inflation measures, most importantly the 
CPIX, which strips out eight of the most volatile CP! com- 
ponents and the effect of indirect taxes on the remaining 
components. These “core” measures allow the Bank to 
“look through” temporary price movements and focus on 
the underlying trend of inflation. In this sense, core infla- 
tion is monitored as an operational guide to help the Bank 
achieve the total CPI inflation target. It is not a replace- 
ment for it. 


See Joint Statement of the Government of Canada and the Bank of Canada on the Renewal! of the Inflation-Control Target (8 November 2011) and 
Renewal of the Inflation-Contro! Target: Background Information—November 2011, which are both available on the Bank’s website. 


When interest rates are at the zero lower bound, additional monetary easing to achieve the inflation target can be provided through three unconven- 
tional instruments: (i) a conditional statement on the future path of the policy rate; (ii) quantitative easing; and (iii) credit easing. These instruments 
and the principles guiding their use are described in the Annex to the April 2009 Monetary Policy Report. 


The Monetary Policy Report is available on the Bank of Canada’s website at bankofcanada.ca. 


For further information, contact: 


Public Information 
Communications Department 
Bank of Canada 

234 Wellington Street 
Ottawa, Ontario K1A 0OG9 


Telephone: 613 782-8111; 
1 800 303-1282 (toll free in North America) 
Email: info@bankofcanada.ca; Website: bankofcanada.ca 


ISSN 1201-8783 (Print) 
ISSN 1490-1234 (Online) 
© Bank of Canada 2013 


mm BANK OF CANADA 
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Monetary Policy Report 


July 2013 


This is a report of the Governing Council of the Bank of Canada: 
Stephen S. Poloz, Tiff Macklem, John Murray, Timothy Lane, Agathe Cété and Lawrence Schembri. 


“The sequence we can anticipate is the following: 
foreign demand will build; our exports will strengthen 
further; confidence will improve; existing companies 
will expand; companies will invest to increase 
Capacity; and new ones will be created .... Right now, 
what we need most is stability and patience.” 


— Stephen S. Poloz 


Governor, Bank of Canada 
Burlington, Ontario 
19 June 2013 
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Global Economy 


Global economic growth remains modest, although the pace of economic “« Global economic growth 
activity varies significantly across the major economies. The U.S. economic remains modest 
expansion is proceeding at a moderate pace, with the continued strength- 

ening in private demand being partly offset by the impact of fiscal consoli- 

dation. In Japan, fiscal and monetary stimulus is contributing to a rapid 

recovery in economic growth. In contrast, economic activity in the euro area 

remains weak, owing to fiscal austerity, fragmented access to credit and low 

confidence. While stronger than in the advanced economies, real GDP 

growth in China and other emerging-market economies has slowed, exerting 

downward pressure on global commodity prices. 


Global financial conditions remain very supportive, despite an increase in “ Considerable monetary policy 
bond yields and a more recent pullback from some risky assets. Consid- stimulus remains in place 
erable monetary policy stimulus remains in place in the United States and 

other advanced economies in response to continuing large excess supply 

gaps and persistent disinflationary pressures (Chart 1 and Chart 2). 


The global economy is expected to grow at a rate of 2.8 per cent in 2013, 
before picking up to 3.5 per cent in 2014 and 3.7 per cent in 2015 (Table 1). 
The Bank’s projection is somewhat weaker than in the April Monetary Policy 
Report, owing primarily to a downward revision to real GDP growth in China 
and other emerging-market economies. 


Table 1: Projection for global economic growth 


| . b 
Share of real global Projected growth’ (per cent) 


GDP? (per cent) 2012 2013 | 2014 2015 
United States 19 2.2 (2.2) 1.7 (2.0) SHL(Gal) Be (6,8) 
Euroarea 14 —|--0.5(-0.5) | -0.8(-0.6) 0.808) | 1.3(1.4) 
Japan eernniineo | isdaminsdee i204. 
China 15 rea 87.B) Sees CTI O7S:G.O ORES (27) 
Rest ofthe world | 47 311 | 29.2) | 3687) | 38@9) 
World 100. 3.0(3.0) | 283.0) | 3536)  37(38) 


a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity (PPP) 
valuation of country GDPs for 2012. The individual shares may not add up to 100 owing to rounding. 


Source: IMF, World Economic Outlook, April 2013 
b. Numbers in parentheses are projections used for the April 2013 Monetary Policy Report. 
Source: Bank of Canada 
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Chart 1: Policy interest rates are at historically low levels in advanced 
economies 


Policy interest rates, daily data 
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Note: On 5 October 2010, the Bank of Japan changed the target for its policy rate from 0.1 per cent toa 
range of 0.0 to 0.1 per cent. The U.S. Federal Reserve has been maintaining a target range for its policy 
rate of 0.0 to 0.25 per cent since 16 December 2008. 


Sources: Bank of Canada, U.S. Federal Reserve, 
European Central Bank and Bank of Japan Last observation: 12 July 2013 


Chart 2: Some central banks have committed to providing additional 
substantial unconventional monetary easing 
Change in central bank assets relative to GDP 
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Note: The expected increase in the assets of the U.S. Federal Reserve is based on an average of private sector fore- 
casts, assuming no change in the total stock of assets after the end of the current asset-purchase program. For the 
Bank of Japan, the expected change in assets is based on the most recent policy announcement. There is no planned 
expansion of asset purchases by the European Central Bank or the Bank of England between 2013Q2 and 201504. 


Sources: European Central Bank, Eurostat; U.S. Federal Reserve, U.S. Bureau of Economic Analysis; 


Bank of England, U.K. Office for National Statistics; Bank of Japan, Cabinet Office of Japan; 
and Bank of Canada calculations Last observation: 2013Q1 
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Global Financial Conditions 


Global financial conditions continue to be very supportive. Although yields «Global financial conditions 

on most government bonds have risen sharply in recent months, they are continue to be very supportive 
still quite low by historical standards (Chart 3). As the global recovery, led by 

the United States, proceeds and downside risks recede, a normalization of 

interest rates will be both necessary and desirable. As this process unfolds, 

some short-term volatility and temporary overshooting are to be expected. 


Yields on higher-rated U.S. corporate bonds have moved up in tandem with 
government bond yields, but remain close to historical lows. Some other 
U.S. assets, including real estate investment trusts, high-yield corporate 
debt and municipal bonds, have registered larger declines in prices. Yield 
spreads on euro-area peripheral sovereign bonds have also widened in 
recent weeks." 


Equity prices are at historically high levels in many advanced economies 
(Chart 4). Shifts in investor confidence regarding the implementation by the 
Japanese authorities of a three-pronged reform program have contributed 
to recent volatility in the Nikkei. Nevertheless, the index is still around 

60 per cent higher than in November 2012, when expectations of aggressive 
stimulus policies first took hold.? 


Emerging-market economies have experienced increased capital outflows « Emerging-market economies 
in response to weakening domestic growth prospects and higher interest have experienced increased 
rates in advanced economies. As a result, bond yields in emerging mar- capital outflows 


kets have risen, equity prices have fallen and currencies have depreciated, 
despite interventions by many central banks. 


Chart 3: Long-term yields on major government bonds have risen sharply 
recently, but are still quite low 
Yields to maturity on 10-year sovereign bonds, daily data 
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Source: Reuters Last observation: 12 July 2013 


1 Yield spreads on Portugal’s sovereign bonds have recently increased markedly, owing to political 
uncertainty in that country. In light of Greece’s difficulties in meeting the terms of its financing pro- 
gram, yield spreads on its sovereign bonds have also widened lately, but remain lower than the levels 
recorded at the beginning of the year. 


2 Inaspeech in November 2012, one month before his election as Japan’s prime minister, Shinzo Abe 
called for aggressive monetary policy easing and increased public spending to boost economic growth 
and fight deflation. Although these policies were not implemented until 2013, the November comments 
induced a change of sentiment in financial markets. 
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is projected to become 
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Chart 4: Equity prices are at historically high levels 
Index: 3 January 2012 = 100, daily data 
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The U.S. economic expansion is projected to become more firmly 
entrenched as the effects of fiscal consolidation and household delever- 
aging gradually dissipate. Highly accommodative monetary policy continues 
to play a key role in supporting the recovery. 


Growth in U.S. real GDP picked up to 1.8 per cent in the first quarter, under- 
pinned by a moderate increase in consumer spending and continued robust 
momentum in residential construction. Economic growth is estimated to 
have remained modest in the second quarter, but is expected to strengthen 
gradually through to mid-2014 and stabilize around 3% per cent thereafter. 


Fiscal consolidation continues to weigh heavily on U.S. GDP growth (Chart 5). 
As noted in the Bank’s April Report, fiscal drag is expected to be 1.8 per- 
centage points in 2013, 0.8 percentage points in 2014 and zero in 2015.8 


In contrast, monetary policy is projected to remain highly accommodative. 
The U.S. Federal Reserve has indicated that it may slow the pace of asset 
purchases later this year and end purchases around mid-year 2014, pro- 
vided that the outlook for economic activity and the labour market improves, 
as it anticipates. However, since the unemployment rate is expected to 
remain elevated and inflation pressures subdued, most members of the 
Federal Open Market Committee do not expect the first increase in the 
policy interest rate to occur until 2015. 


Growth in consumer spending is estimated to have been modest in the 
second quarter of 2013 as households adjusted to previously enacted tax 
increases. Thereafter, consumption is projected to grow at a more solid 
pace, supported by further gains in employment and wages, easier access 
to credit, improving confidence, and the significant boost to household net 


3 Anumber of near-term fiscal issues still need to be resolved. For example, the debt ceiling (the limit 
imposed by the U.S. Congress on the amount of debt the country can carry at any given time) was 
reached on 19 May 2013. The U.S. Treasury has introduced extraordinary measures that will allow it to 
continue to honour its financial obligations until October or November, according to estimates by the 
Congressional Budget Office. The Bank’s projection assumes that an agreement will be reached and 
disruptions to U.S. government activities will be minimal. 
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Chart 5: Fiscal consolidation continues to reduce U.S. GDP growth 
Contributions to real GDP growth, annual data 
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Note: The contribution of fiscal policy to growth includes both direct government expenditures and 
the indirect effects on other components of aggregate demand. 


Sources: U.S. Bureau of Economic Analysis and Bank of Canada calculations and projections 


Chart6: U.S. households have made considerable progress toward repairing 
their financial position 
Quarterly data 
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Note: U.S. household debt calculations include the unincorporated business sector. 


Sources: U.S. Federal Reserve and U.S. Bureau of Economic Analysis Last observation: 2013Q1 


worth from higher equity and house prices (Chart 6). Housing activity has 
been expanding at a rapid pace for several quarters, albeit from extremely 
low levels, and should continue to do so, supported by the same favourable 
fundamentals noted above and a rebound in household formation. The posi- 
tive feedback loop between the recovery in housing activity and consump- 
tion growth is expected to persist over the projection horizon. Given this 
dynamic and the considerable degree of household deleveraging that has 
already taken place, there is a risk that consumption and housing activity 
could surprise on the upside. If this were to occur, it would have a positive 
impact on business confidence and investment. 
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Chart 7: The profitability of U.S. corporations is strong 


Corporate profits as a share of GDP, quarterly data 
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Sources: U.S. Federal Reserve and Bank of Canada calculations Last observation: 2013Q1 


Excess capacity, together with uncertainty about future demand, has 
weighed on investment spending in recent quarters. Growth in business 
investment is projected to rebound, however, as confidence recovers and 
overall demand conditions continue to improve. The existing low cost of 
capital and strong financial position of corporations will provide further 
support (Chart 7). Rapid growth in the U.S. energy sector continues to drive 
spending on infrastructure, and the resultant lower energy prices will stimu- 
late U.S. economic activity. 


Exports are projected to make an increasing contribution to U.S. economic 
growth, buoyed by a firming in foreign demand. Non-oil imports are also 
expected to rise in line with stronger domestic demand, while overseas oil 
imports will continue to be displaced by growing domestic production. 


Ongoing excess supply in labour and product markets is putting down- 
ward pressure on U.S. inflation. Year-over-year growth in the price index 
for core personal consumption expenditures has slowed to 1.1 per cent in 
recent months, a record low. Over the projection horizon, U.S. inflation is 
expected to rise toward the 2 per cent inflation target as excess supply 
gradually diminishes. 


Euro Area 


In the euro area, real GDP fell by 1.1 per cent in the first quarter of 2013, 
owing largely to weak investment. Growth turned slightly positive in 
Germany but was negative in most other countries, owing to fiscal austerity, 
tight credit conditions, extremely high unemployment and low confidence 
(Chart 8). In light of the persistent weakness in economic conditions and 
subdued inflation, the European Central Bank reduced its policy rate by 
25 basis points in May and later provided guidance that it would keep the 
rate low for an extended period. Financial fragmentation continues to impair 
the transmission of monetary policy, however, as reflected in the divergence 
between lending rates in the peripheral and core economies (Chart 9). 
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Chart 8: Real GDP is declining in most peripheral euro-area countries 
Real GDP, index: 2008Q1 = 100, quarterly data 
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Chart 9: Financial fragmentation continues to impair the transmission 
of monetary policy in the euro area 
Interest rates on new loans granted to non-financial corporations, monthly data 
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The level of economic activity in the euro area is expected to stabilize this 
year, with a gradual recovery unfolding in 2014. In 2015, growth is antici- 
pated to pick up somewhat, reflecting reduced drag from fiscal consolida- 
tion and some improvement in credit conditions. 


The Bank’s projection assumes that the crisis in the euro area will continue 
to be contained. However, a sustained recovery will require further progress 
on bank deleveraging, structural and fiscal reforms, deeper economic inte- 
gration, and timely completion of the banking union.’ A possible reintensifi- 
cation of the euro-area crisis therefore remains a significant downside risk to 
the Bank’s projection. 


4 Establishing the banking union has proven to be a challenging process and is far from complete. Further 
steps were taken in June and July as European Union finance ministers agreed on a broad framework and 
the European Commission developed a proposal for a single, EU-wide bank resolution mechanism. In addi- 
tion, it was agreed that the European Stability Mechanism will be allowed to directly recapitalize euro-area 
banks, albeit only after a bail-in of depositors and contributions from the associated national governments. 
While these measures still need to be legislated, if agreed to they would help to reduce the negative feed- 
back loop between troubled banks and sovereigns. 
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Japan 


Japanese authorities are implementing an ambitious policy and reform 
program to boost the country’s growth prospects and end deflation. 

This program is often referred to as the “Three Arrows” and consists of: 

(i) the adoption of a 2 per cent inflation target by the Bank of Japan and 
unprecedented quantitative monetary easing to achieve this goal within 
approximately two years; (ii) substantial fiscal stimulus in the near term, 
followed by fiscal consolidation starting in mid-2014; and (iii) structural 
reforms to promote long-term growth. Monetary and fiscal stimulus is having 
positive effects. Equity prices are significantly higher than in November, 
real longer-term interest rates on Japanese government bonds have fallen 
below zero, the yen has depreciated by more than 20 per cent against the 
U.S. dollar and confidence has increased sharply. These developments have 
contributed to a rapid recovery in economic activity, with real GDP growth 
strengthening to 4.1 per cent in the first quarter of 2013. 


Economic growth in Japan is projected to remain robust over the remainder 
of 2013, averaging around 3 per cent, and to moderate thereafter in the 
context of increases in the value-added tax. However, the recent volatility in 
financial conditions highlights the challenges faced by the Japanese author- 
ities in implementing their “Three Arrows” agenda. Authorities have made it 
Clear that, in addition to monetary policy, ambitious structural and fiscal 
reforms are essential for addressing issues related to Japan’s aging popula- 
tion and elevated public debt levels. 


Emerging-Market Economies 


Real GDP growth in China slowed to 7.5 per cent in the second quarter 

of 2013 on a year-over-year basis. The ongoing deceleration in China’s 
economy has largely reflected weaker foreign demand and a moderation in 
the growth of investment spending. In addition, the authorities have recently 
introduced new measures to restrain both credit growth and activities in the 
shadow banking sector.® These measures have contributed to the recent 
stress in China’s interbank market. 


Growth in China’s real GDP is projected to ease further, to 7% per cent, 
through to the end of 2014, as weaker growth in public infrastructure invest- 
ment, excess Capacity in some heavy industries and measures designed to 
reduce credit growth lead to a further slowing in the pace of investment. A 
gradual strengthening in consumption, sustained by solid labour market 
conditions and “consumption-friendly” structural reforms (Chart 10), should 
allow the growth of economic activity to stabilize at around 7% per cent 
through 2015.® Net exports contribute only slightly to GDP growth over the 
projection period, restrained by the continued appreciation of the real 
effective exchange rate for the renminbi. Compared with the April Report, 
real GDP growth has been revised down through 2015, reflecting tighter 
financial conditions. Efforts to rein in credit growth, existing imbalances 

in the Chinese economy and challenges associated with shifting to con- 
sumption-led growth represent significant downside risks to the projection. 


5 The growth of credit, as measured by total social financing, is slowing but remains elevated. In addition 
to “traditional” bank credit, total social financing includes a range of other forms of credit, such as trust 
products, corporate bonds and equity financing. 

6 The government plans to raise household disposable income through increases in the minimum wage 
and improved social safety nets, such as health care and social welfare payments. 
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Chart 10: Solid labour market conditions are expected to underpin 
consumption growth in China 
Labour demand-supply ratio, quarterly data 
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that there are more (fewer) job openings than job seekers. A ratio equal to 1 indicates an equal 
number of job openings and job seekers. 
Source: Ministry of Human Resources and Social Security of China Last observation: 2013Q2 


Real GDP growth in other emerging-market economies (EMEs), such as 
Russia and India, has also slowed in recent quarters, owing to structural 
constraints and weak external demand. Moreover, with economic growth 
moderating, EMEs are particularly vulnerable to global financial turbulence. 
Indeed, credit conditions have tightened following outflows of capital 
caused by reduced prospects for domestic growth and higher interest rates 
in advanced economies. Apart from a few central banks, monetary author- 
ities in a number of EMEs have lowered their policy interest rates and allowed 
some exchange rate depreciation, in response to the slower pace of eco- 
nomic growth. Macroeconomic stimulus measures, strengthening external 
demand and structural reforms (particularly those aimed at reducing supply 
bottlenecks) are expected to support a pickup in growth over the projection 
horizon. 


Commodity Prices 


Slowing demand in China and other EMEs, combined with some retreat 
from risky assets, has exerted downward pressure on many commodity 
prices in recent months, especially base metals prices. 


Global oil prices, as measured by the Brent benchmark, are up somewhat 
relative to the April Report, in response to heightened geopolitical concerns. 
Oil prices in North America have increased significantly, however, benefiting 
from improved transportation capacity and a rise in seasonal demand that 
have helped to reduce inventories in the U.S. Midwest. As a result, the 
spread between the prices for Brent and West Texas Intermediate (WT]) 
crude oil has narrowed to approximately US$3, the lowest level in more than 
two years. The gap between WTI and Western Canada Select (WCS) has 
returned to a more normal level of roughly US$15, down from an average of 
US$35 in January. Natural gas prices continue to be driven by weather- 
related factors and have fallen by about 14 per cent. 
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Chart 11: Oil prices are expected to decline over the projection horizon 
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Chart 12: Prices for base metals have been on a downward trend since 2011 


Index: January 1972 = 100, monthly data 
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The latest futures curves suggest that crude oil prices will decline by roughly 
11 per cent through 2015, consistent with a rise in global production, 
modest growth in demand and an expected decline in the risk premium 
associated with tensions in the Middle East (Chart 11). The spread between 
Brent and WTI prices is projected to widen slightly, and the gap between 
WTI and WCS prices is also anticipated to increase. Natural gas prices in 
North America are expected to rise to around US$4.30 per million BTU by 
the end of 2015, reflecting increased demand for electricity generation. 


Prices for non-energy commodities have fallen by 7 per cent since 

the last Report. On balance, they are projected to remain unchanged 
through to mid-2014, before rising gradually thereafter, owing to improved 
global demand. In response to a temporary slowdown in U.S. residential 
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construction, weaker Chinese demand and a strong increase in North 
American production, lumber prices have plunged by about 22 per cent, 
erasing the gains seen since last October. Prices are expected to rise over 
the projection horizon, however, driven by the continued strength in U.S. 
residential construction. In contrast, base metals prices are expected to 
weaken in the near term, in response to slowing demand (especially from 
China), rising production and high inventories (Chart 12). Prices for base 
metals are then expected to rise modestly starting in mid-2014, supported 
by a pickup in global demand. 


Implications for the Canadian Economy 


The Bank’s foreign activity measure, which captures the composition of < The foreign activity 
foreign demand for Canadian non-commodity exports, has reversed only measure is expected to 
about 75 per cent of the decline registered during the 2008-09 recession, grow at a solid pace 


mostly reflecting the improving, but still low, level of activity in the U.S. 
residential construction sector. Over the projection horizon, however, the 
measure is expected to grow at a solid pace, averaging close to 5.5 per cent 
per year, Supported by strong increases in U.S. business and residential 
investment in a context of continued improvement in household and busi- 
ness confidence. The foreign activity measure is projected to return to its 
pre-recession level in early 2014. 


The Bank of Canada commodity price index (BCPI) has increased slightly “< Overall, commodity prices 
since the April Report, owing to higher prices for crude oil (Chart 13). The are expected to remain 
BCPI is expected to remain relatively stable through 2015, with the effects of relatively stable through 2015 


declining oil prices offset by a gradual rise in the prices of non-energy com- 
modities, including lumber and, eventually, base metals. As a result, the 
projected profile for commodity prices is not expected to provide significant 
additional support to Canada’s terms of trade over the projection horizon. 
Oil prices nevertheless remain at historically elevated levels and should 
support Canadian business investment in the coming years. 


Chart 13: Energy prices have increased recently, while prices for non-energy 
commodities have declined 
Bank of Canada commodity price index (rebased to January 2003 = 100), monthly data 
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Source: Bank of Canada Last observation: 12 July 2013 
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Canadian Dollar 


The Canadian dollar has averaged approximately 96 cents U.S. since the 
May fixed announcement date, compared with the 98 cents U.S. assumed in 
April (Chart 14). By convention, it is assumed to remain at its recent level of 
96 cents U.S. over the projection horizon. 


Chart 14: The Canadian dollar has depreciated since the autumn of 2012 
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Canadian Economy 


The Bank expects the Canadian economy to grow at a moderate pace <The Bank expects the Canadian 
through 2015. While growth will be choppy in the near term as a result of economy to grow at a moderate 
unusual temporary factors, underlying momentum in the economy is pace through 2015 


expected to build into 2014. After picking up sharply in the first quarter of 
2013, exports are projected to continue to recover, which should boost 
confidence and lead to increasingly solid growth in business fixed invest- 
ment (Chart 15). The economy will also be supported by continued growth 
in consumer spending, while further modest declines in residential invest- 
ment are expected. Growth in real GDP is projected to be sufficient to 
absorb the current material excess capacity in the economy around mid- 
2015, contributing to a gradual rise in total CPI and core inflation to 

2 per cent between now and then. 


Relative to the April Report, the outlook for growth and inflation in Canada is «The outlook for growth 
little changed. While real GDP growth in the first quarter of 2013 was and inflation in Canada 
stronger than expected, the Bank foresees a somewhat more challenging is little changed 


external environment over the projection horizon than previously anticipated. 
This reflects slightly reduced expectations for global economic growth, 
which contributes to a lower profile for commodity prices. 


Taking into account all of the risks bearing on the outlook, the Bank views 
the projection to be balanced. 


Chart 15: Business fixed investment and net exports are expected 
to strengthen 
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Financial Conditions 


Financial conditions in Canada remain accommodative, underpinned by the 
considerable monetary policy stimulus currently in place (Chart 16). 
Nevertheless, Canadian financial markets have experienced increased vola- 
tility since the April Report, reflecting developments in global markets. 


As in other advanced economies, yields on Canadian government bonds 

have risen, reversing their decline from earlier in the year (Chart 3). Yields on 
corporate bonds have also increased, as has the volatility in credit spreads. 
Still, Canadian bond yields remain low by historical standards, owing in part to 
strong international demand for Canadian fixed-income securities. Canadian 
equities have continued to underperform equities in most other advanced 
economies (Chart 4), largely reflecting the Canadian market’s relatively high 
exposure to developments in commodity prices. 


Despite the recent volatility in capital markets, overall credit conditions for 
Canadian firms remain favourable, which is reflected in the responses to the 
Bank’s latest Business Outlook Survey (available on the Bank’s website 
under Publications and Research > Periodicals > BOS Summer 2013) and 
Senior Loan Officer Survey (available on the Bank’s website under 
Publications and Research > Periodicals > SLOS 2013Q2). Both surveys 
suggest that, as of mid-June, credit conditions had remained broadly 
unchanged since last autumn, following a period of almost uninterrupted 
easing since late 2009 (Chart 17). 


Against this backdrop, the growth of total business credit has moderated 
through the first five months of 2013 to a rate close to its historical average 
(Chart 18). This moderation follows very rapid growth in the latter part of 
2012, which was boosted by the early refinancing of debt at low interest 
rates. Firms’ borrowing needs have remained relatively modest in recent 
quarters, given the weak growth of fixed investment and the relatively high 
cash positions of non-financial firms. 


Borrowing costs for households remain very low (Chart 16), although some 
banks have recently announced increases in fixed-term mortgage rates in 
conjunction with the general rise in market interest rates. Growth in total 


Chart 16: Borrowing costs for businesses and households remain very stimulative 
Weekly data 
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Note: For more information on these series, see http://credit.bankofcanada.ca/financialconditions. 
Source: Bank of Canada calculations Last observation: 12 July 2013 


household credit has continued to slow since the April Report, to a rate 
considerably below its historical average (Chart 18 and Chart 19), and the 
ratio of household debt to disposable income has edged lower. The cumula- 
tive effects of changes to mortgage insurance rules and the tightening of 
mortgage underwriting guidelines, increasing consumer appreciation of the 
risks associated with elevated debt levels, and reminders about the eventual 
normalization of interest rates have all contributed to this downward trend. 
Recent data revisions confirm the sustained household response to these 


Chart 17: Credit conditions for Canadian firms have changed little in 
recent quarters 
Balance of opinion 
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Chart 18: The growth of business credit has slowed to its historical average, 


while household credit growth is well below average 
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Real GDP growth accelerated 
in the first quarter of 2013 


The conventional measure 
of the output gap is now 
somewhat smaller than 
previously estimated 


Chart 19: The growth of household credit has continued to trend down 
Year-over-year percentage change, monthly data 
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influences over the past several quarters, with the debt-to-income ratio 
revised lower. The Bank expects a flat-to-lower profile for the household 
debt-to-disposable-income ratio over the projection horizon. 


Reflecting in part the passing of transitory factors, growth in the narrow 
monetary aggregates has slowed from its very rapid rate in the first quarter 
of the year. Growth in the broad monetary aggregates has moderated as 
well, mainly reflecting the contribution from narrow money. The overall trend 
in broad money remains consistent with the Bank’s inflation projection. 


Estimated Pressures on Capacity 


There continues to be a material degree of slack in the Canadian economy. 
As expected, real GDP growth accelerated in the first quarter of 2013, fol- 
lowing weakness throughout 2012. At 2.5 per cent (at annual rates), growth 
was stronger than estimated in the April Report, outpacing estimates of 
growth in the economy’s production potential for the first time in six quarters. 


The first-quarter expansion was driven by a large pickup in exports, which 
reflected strengthening private demand in the United States in recent quar- 
ters and the reversal of temporary disruptions that restrained activity in the 
energy and mining sectors in the second half of 2012. At the same time, 
most major components of final domestic demand increased only modestly. 
The stronger growth in the Canadian economy in the first quarter, coupled 
with some modest upward revisions over the 2008-12 period, resulted in a 
real GDP level in the first quarter that was 0.5 per cent higher than antici- 
pated in the last Report. As a result, the conventional measure of the output 
gap is now somewhat smaller than previously estimated, at 1.0 per cent in 
the first quarter, compared with 1.2 per cent in April (Chart 20). 


Growth in real GDP is forecast to have slowed sharply in the second quarter, 
to around 1.0 per cent. This slowing primarily reflects the immediate adverse 
impact on economic activity of the catastrophic floods in Alberta and the 
province-wide strike in the construction sector in Quebec in the latter part 
of June (Box 1). Since the lost activity is expected to be largely recovered in 
the third quarter, the Bank will look through the volatility induced by these 
temporary factors when assessing the degree of excess Capacity in the 
Canadian economy. 
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On balance, labour market indicators point to a greater degree of slack than 
the conventional measure of the output gap. The level of average hours 
worked continues to be significantly below its trend, while the proportion of 
involuntary part-time workers and the average duration of unemployment 
remain at elevated levels (Chart 21). Wage increases have remained sub- 
dued (Chart 22), consistent with the observed softness in price inflation in 
the services sector. Despite solid employment gains, the unemployment rate 
has continued to hover somewhat above 7 per cent. Finally, the Bank’s latest 
Business Outlook Survey finds little evidence of labour shortages. 


By contrast, in the summer Business Outlook Survey, the proportion of firms 
expecting that they would have difficulty meeting an unexpected increase in 
demand has risen to around its historical average, suggesting limited slack 
in the economy. This is consistent with weak growth in the capital stock 

in recent quarters, and with the survey findings that uncertainty continues 
to affect the investment decisions of many firms. As business confidence 
improves in response to evidence of firming demand, physical capacity 

can be expected to expand at a more significant pace. These investments 
will contribute to the reconstruction of the Canadian economy’s produc- 
tion potential by supporting stronger growth in productivity and helping to 
alleviate capacity constraints in some sectors. 


Taking into account the range of indicators of capacity pressures, as well as 
the temporary nature of the factors affecting activity in the near term, the 
Bank judges that the economy was operating roughly 1% per cent below its 
production capacity in the second quarter of 2013, a similar degree of slack 
to that expected in the April Report. 


Chart 20: Material excess capacity remains in the Canadian economy 
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a. Response to Business Outlook Survey question on capacity pressures. Percentage of firms indicating that 
they would have either some or significant difficulty meeting an unanticipated increase in demand/sales. 

b. Response to Business Outlook Survey question on labour shortages. Percentage of firms reporting labour 
shortages that restrict their ability to meet demand. 

c. Difference between actual output and estimated potential output from the Bank of Canada’s conventional 
measure. The estimate for the second quarter of 2013 (indicated by *) is based on an increase in output of 
2.3 per cent (at annual rates) for the quarter, which excludes the impact of temporary factors. 


Source: Bank of Canada Last observation: 2013Q2 
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Box 1 


The Near-Term Economic Effects of the Recent Flooding in Southern Alberta 


and the Quebec Construction Strike 


The Canadian economy has been hit by a number of unusual 
events in recent weeks: catastrophic flooding in southern 
Alberta, the province-wide construction strike in Quebec, the 
tragedy in Lac-Mégantic and severe flooding in Toronto. The 
first two events are expected to have material implications for 
the near-term path of Canadian economic activity. The timing 
and magnitude of the impact on the economy of these events 
and their aftermath are subject to considerable uncertainty, 
and the rough estimates below rely on a number of assump- 
tions. Moreover, the impact of these events is expected 

to result in greater volatility in economic indicators to be 
released over the coming quarters, which will complicate the 
analysis of underlying trends. 


The devastating flooding in Alberta in late June affected 

all sectors of the province's economy, so the impact on 

real GDP growth is estimated to be substantial. While the 
exact magnitude is highly uncertain, the Bank assumes 
that reduced activity in the region during the last 10 days 
of June lowered real GDP growth in the second quarter by 
about 0.7 percentage points. Following these severe disrup- 
tions, economic activity is expected to recover as the lost 
output is partially recouped and reconstruction begins. For 
these reasons, the Bank anticipates that growth in the third 
quarter will be boosted by about 1.0 percentage points. 


The construction strike in Quebec began on 17 June and 
affected all sectors of the industry. While workers in 


residential construction and roadwork reached labour 
agreements after one week, the other sectors did not return 
to work until 2 July, after the provincial government passed 
special legislation to end the strike. Since the Quebec 
construction industry represents about 1.4 per cent of the 
Canadian economy, the drag on growth is also estimated 

to be significant. Overall, it is estimated that the strike will 
shave approximately 0.6 percentage points from real GDP 
growth in the second quarter before rebounding in the third 
quarter (adding about 0.8 percentage points to growth). 


As aresult of the direct effects of these events, the Bank 
estimates that growth (expressed quarterly at annual 
rates) was reduced by about 1.3 percentage points in the 
second quarter (Table 1-A). Given the temporary nature of 
the shocks and the eventual reconstruction and repair of 
damaged infrastructure in the flooded areas in Alberta, a 
boost of 1.8 percentage points to GDP growth is expected 
in the third quarter. 


Table 1-A: Estimated impact on real GDP growth 


Quarter-over-quarter change, percentage points at annual rates 


2013Q2 | 2013Q3 


Flooding in southern Alberta. 


Quebec construction strike 


Chart 21: Recent data on average hours worked and the average duration of 
unemployment point to the persistence of excess supply 
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a. Expressed as a 12-month moving average, in hours 
b. Expressed as a 12-month moving average, in weeks 


Sources: Statistics Canada and Bank of Canada calculations 
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Chart 22: Wage increases have been subdued recently 
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The Real Economy 


The Bank continues to forecast an improvement in the underlying 
momentum of the Canadian economy through mid-2014 as external demand 
increases and business confidence strengthens (Chart 23 and Table 2). 
Nevertheless, the protracted nature of the recovery in U.S. and global 
demand remains an important headwind to the Canadian economy, particu- 
larly in the current environment of greater restraint in domestic household 
and government spending. Accordingly, as in the April Report, the profile for 
real GDP in Canada is projected to remain relatively subdued for this stage 
of the cycle (Chart 24). 


Chart 23: Real GDP growth is expected to pick up through mid-2014... 
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Sources: Statistics Canada and Bank of Canada calculations and projections 
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Table 2: Contributions to average annual real GDP growth 
Percentage points® 


2012 | 2013 | 2014 2015 
Consumption ithe 1oa2 as 1.5 (1.4) 
Housing | a 0400.4 | -01¢0.2) | -01¢01) | 0.00.0) 
Government ss 0.3 (-0.1) 0.3 (0.1) 0.0001) | 041(01) 
Business fixed investment _ 0.6 (0.6) 0.2 (0.4) 06(0.8) | 09(08) 
Subtotal: Final domestic demand 2.3 (2.1) 1:4 (1.5) 1.9 (2.1) ZION 220) 
Exports 0.4(0.5) | 0.8(0.7) 1.4 (1.5) 1.3 (1.4) 
Imports” 41.0(41.0) | -0.2(-06) | -08¢1.0) | -11(-10) 
Subtotal: Net exports -0.6 (-0.5) 0.6 (0.1) 0.6 (0.5) 0.2 (0.4) 
Inventories 0.0 (0.3) -0.2(-0.1) | 0.2 (0.2) 0.0 (0.0) 
ee TT Te 
Memo items: | | 

Potential output 2.0 (2.0) | Pa (Za) (2 2 (2.2) | Poa\ (CN) 

Real gross domestic income (GDI) | 15(1.5) | 1.8(1.9) | 2.8(26) 3.0 (2.8) 


a. Figures in parentheses are from the projection in the April 2013 Monetary Policy Report. Those for potential 
output are from Box 2 in the October 2012 Monetary Policy Report. 


Chart 24: ... but the level of activity remains relatively subdued for this stage 
of the cycle 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


As noted earlier, economic growth in Canada is expected to be choppy in 
the near term. From an average rate of 2.4 per cent over the second and 
third quarters of 2013, growth is projected to rise gradually to 2.8 per cent in 
the second quarter of 2014 (Table 3). Given this projection for real GDP, the 
Canadian economy is expected to reach full capacity around mid-2015, as 
in the April Report. 


After picking up sharply in the first quarter, exports are projected to continue 
to increase at a solid pace. The further recovery in U.S. business and resi- 
dential investment should particularly benefit those export sectors that have 
lagged thus far, notably machinery and equipment and lumber products 
(Chart 25). The diversification of Canadian trade toward faster-growing 
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Table 3: Summary of the projection for Canada? 


Sees 8 
(3.0) | (3.0) | (3.0) | (2.8) | | 
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(2.8) | @-5) | 2.3) | 1) 
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Real GDP (quarter-over-quarter 
percentage change at annual rates) 


Real GDP (year-over-year percentage 


change) | (2.8) | (2.9) | (29) | (2.9) | (2.8) | (26) | (24) 
Core inflation (year-over-year | 1.9 | F240) |) 7A) | 2.0 
percentage change) (ES) le (220) (20) (220) 
Total CPI (year-over-year percentage 1.9 | 2.0 | 2.0 | 2.0 
change) (LO). (2-0)5) (2.0), 71 (2:0) 
Total CPI excluding the effect of the HST US) |) Ae PO) || PAO 
and changes in other indirect taxes CS)" (2:0) 1” (2:0) 1 (2:0) 


(year-over-year percentage change) 
WTI? (level) 


‘90 | 88 | 87 | 86 


| 2) 1) | @0) 


Pe Sof de Rees) ae ee (SO) FMC) BCS eee) 
Brent? (level) 113 | 103 | 106 | 105 | 103 | 102 | 100 | 99 | 98 | 96 | 95 | 94 
(113) (106) | (106) (104) | (103) | (102) | -(101)_ (100) | (99) (98) +7) _~—s 6) 


a. Figures in parentheses are from the projection in the April 2013 Monetary Policy Report. 


b. Assumptions for the price of West Texas Intermediate and Brent crude oil (US$ per barrel) are based on an average of futures contracts over the two weeks ending 
12 July 2013. 


Chart 25: Canadian exports are projected to increase at a solid pace... 
Year-over-year growth, quarterly data 


2001 2003 2005 2007 2009 2011 2013 2015 
— Canadian exports —— U.S. private investment 


Sources: Statistics Canada, U.S. Bureau of Economic Analysis, 
and Bank of Canada calculations and projections 


economies should also help to improve Canada’s export performance.’ In 
spite of the expected solid growth ahead, the level of exports is not pro- 
jected to return to its pre-recession peak until the second half of 2014 
(Chart 26). This reflects not only the protracted nature of the global recovery, 
but also ongoing competitiveness challenges and capacity constraints in 
some sectors that limit the ability of Canadian exporters to respond quickly 
to increased foreign demand (Box 2). 


7 According to Export Development Canada’s spring Trade Confidence Index survey, one-third of 
exporters reported that they had already started selling to new markets in the past two years, and 
about half plan to expand into new countries over the next two years, with future diversification 
focusing on growth markets. 
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Box 2 


The Capacity of Canadian Exporters to Respond to Rising Foreign Demand 


Each quarter, the Bank’s regional offices consult with 
businesses to gauge their views on economic activity over 
the next 12 months. When asked in the summer Business 
Outlook Survey about the channels through which they 
could respond to rising foreign demand for their products 
or services, about two-thirds of exporting firms reported 
some ability to respond through more intensive use of 
their Canadian capacity over the near term.' These firms 
most often cited some flexibility to use or adjust their 
scale of operations—for example, by hiring temporary 
workers, increasing overtime, buying finished products or 
leasing facilities from their competitors—or by utilizing 
out-of-service capacity (Chart 2-A). A relatively small 
share of exporting firms reported that they had recently 
added Canadian capacity to accommodate a sustained 
increase in foreign demand. In recent surveys, firms have 
reported delaying some larger-scale capital projects 
aimed at long-term capacity expansion, given the ongoing 
uncertainty about external demand. Many firms indicated 
that they also had the ability to respond to increased 
export demand through their facilities outside of Canada. 


While most exporting firms indicate an ability to respond 
through their Canadian operations, a number of factors 

are weighing on their export prospects. A number of firms 
feel that they are competitive in global markets, owing 

to recent investments made to improve efficiency, lower 
costs or increase access to foreign markets (Chart 2-B), 

but others noted that they are in the process of making 
these investments as U.S. demand recovers. Many firms 
reported that competitive pressures in the U.S. market are 
intense, reflecting both the degree of excess capacity in the 
United States and fierce competition from foreign, non-U.S. 
firms. Supply chain or other constraints were often factors 


weighing on firms’ ability to increase sales to other countries. 


Industry consultations with firms in the lumber and auto 
sectors—which have traditionally been important for 
Canada's export performance—illustrate how these influences 
are at play. Many lumber producers have taken measures 

to retool and bring back idled facilities to ensure that they 
have enough capacity to meet increases in both foreign 

and domestic demand. At the same time, many Canadian 
firms have acquired sawmills or wood manufacturing facili- 
ties in the United States to circumvent trade barriers and 
take advantage of lower production costs. Decisions about 


1 Of the approximately 100 firms participating in the summer survey, 
58 currently have at least some sales to other countries. 


whether to increase production at Canadian or U.S. facilities 
are influenced by the availability of timber, relative cost struc- 
tures, logistics and regulatory constraints. Similarly, in the 
auto sector, structural changes over the past decade have led 
to changes in the types of vehicle produced in Canada and 
the location of facilities within an integrated North American 
market. With some segments of the industry currently 


(continued...) 


Chart 2-A: Canadian firms could meet an unexpected 
increase in foreign demand in several ways 
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Source: Bank of Canada, Business Outlook Survey (Gummer 2013) 


Chart 2-B: Firms’ assessment of their competitive positions 
and constraints 
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Box 2 (continued) 


operating at capacity, new investments would need to be competitiveness challenges may mitigate this response. 
made, yet Canadian locations are increasingly competing Additional investment will be required in the medium to 
with foreign locations to attract those new investments. longer term to expand Canada’s export capacity and to 


ensure that Canadian firms can be successful in an increas- 
ingly competitive global marketplace. Uncertainty about the 
nature and timing of future demand growth is holding back 
these investments. 


Overall, consultations with industry suggest that, in the near 
term, most exporting firms have some capacity to respond 
to increasing foreign demand through their Canadian oper- 
ations, although the availability of foreign capacity and 


Chart 26: ...although the level of exports remains weak relative to previous cycles 
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Following a strong recovery from the depressed levels experienced in the «Growth in business fixed 
aftermath of the 2008-09 recession, the growth of business fixed invest- investment is expected to 
ment has weakened in recent quarters, reflecting concerns regarding the strengthen 


strength of both domestic and foreign demand, as well as challenges 
specific to the resource sector. As a result, growth in business fixed invest- 
ment is likely to remain moderate over the near term, despite the healthy 
aggregate financial position of Canadian firms, favourable credit conditions 
and the strong Canadian dollar, as well as the impetus to improve produc- 
tivity amid heightened pressures to become more competitive. Over the 
projection horizon, growth in business fixed investment is expected to 
strengthen as the recovery in Canadian exports becomes more firmly 
entrenched, providing greater confidence about the prospects for global 
demand. 


In the first quarter of 2013, household spending failed to contribute mater- 
ially to real GDP growth for the first time since early 2009, since consump- 
tion rose only modestly and residential investment declined for the third 
consecutive quarter. This extends a recent trend toward slower growth in 
household spending, which, combined with the downward revisions to the 
debt-to-income ratio and upward revisions to the savings rate (Chart 27), 
points to increased household prudence. 
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Chart 27: Recent data point to increased household prudence 
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Chart 28: The share of residential investment in GDP is expected to decline 
from historically high levels 
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In the Bank’s forecast, consumption increases at a moderate pace, slightly 
above the rate of growth of disposable income. Nevertheless, the savings 
rate remains well above the average of the past decade—consistent with the 
persistence of a degree of household caution in the context of high debt 
levels. Residential investment is projected to decline further from historically 
high levels (Chart 28), reflecting lower rates of new construction as previous 
overbuilding is addressed (Chart 29), thus contributing to a more sustain- 
able path for the housing sector. Recent increases in fixed-term mortgage 
rates will also provide a degree of restraint. While the Bank expects house- 
hold caution to remain a constraint on spending over the forecast horizon, it 
is possible that, in an environment where borrowing conditions are still 
highly favourable, household expenditures could gather renewed 
momentum. The rebound in the housing market in recent months, which can 
be seen across the indicators for new construction, resale activity and 


Chart 29: Despite some moderation in new residential construction, 
there are still signs of overbuilding 
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Chart 30: Government spending is expected to contribute only marginally 
to real GDP growth 
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May 2013 


house prices, reinforces this possibility—although some variation around the 


trend is to be expected amid a constructive evolution of household 
imbalances. 


Government spending is expected to contribute only marginally to real GDP 
growth over the projection horizon (Chart 30). While this contribution is 
considerably weaker than has been typical historically, it is in line with the 
announced plans of federal, provincial and local governments to consolidate 


spending. 
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Inflation 


Total CPI and core inflation have stayed low in recent months, and both are 
expected to remain subdued in the near term (Chart 31). 


Low core inflation, averaging 1.1 per cent in April and May, continues to 
reflect persistent material excess capacity in the economy, heightened 
competitive pressures on retailers from both domestic and foreign sources, 
relatively subdued increases in wages amid slack labour market conditions, 
and a number of temporary sector-specific factors (Box 3). There remains 
some uncertainty regarding the importance of each of these factors in 
accounting for the low level of core inflation. Total CPI inflation, which aver- 
aged 0.6 per cent in April and May, has been restrained not only by low core 
inflation, but also by declining mortgage interest costs. 


Core inflation is expected to remain subdued in coming quarters. As the 
economy gradually returns to full capacity and, with inflation expectations 
well anchored, core inflation is projected to rise to 2 per cent around mid- 
2015.® In addition, even though wage growth has been relatively modest 
recently, productivity growth has been weak. As a result, the growth of unit 
labour costs has risen somewhat above 2 per cent in recent quarters 

(Chart 32), and is expected to contribute to the gradual rise in core inflation. 
Together with core inflation, total CPI inflation is expected to return gradually 
to target around mid-2015. 


Indicators of inflation expectations are consistent with the Bank’s projection, 
which shows inflation remaining below the 2 per cent target until around 
mid-2015. In this regard, the July Consensus Economics forecasts for total 
CPI inflation were 1.1 per cent in 2013 and 1.7 per cent in 2014. According to 
the latest Business Outlook Survey, inflation expectations have eased within 
the Bank’s inflation-control range, with a slightly greater majority of firms 
expecting total CPI inflation over the next two years to remain in the bottom 
half of that range. A number of firms cited the slow-growth environment as a 
factor driving their expectations. In the context of increased volatility in 


Chart 31: Total CPI inflation is projected to remain below 2 per cent until mid-2015 
Year-over-year percentage change, quarterly data 
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a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 


Sources: Statistics Canada and Bank of Canada calculations and projections 


8 As previously assumed, the indirect effects associated with the restoration of the provincial sales tax in 
British Columbia are expected to have a minor effect on core inflation over the projection horizon (see 
the April 2012 Monetary Policy Report). 
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Special Factors Behind the Recent Weakness in Core Inflation 


While the persistent slack in the Canadian economy and 
heightened competition in the retail sector have damp- 
ened core inflation, special factors have also played a 
role. This box reviews some of those key special factors, 
particularly the pass-through from agricultural commodity 
prices and lower-than-usual rates of change in domestic 
regulated prices. As shown in Chart 3-A, in 2013, food 
prices have been the largest drag on core inflation relative 
to the average, followed by services (excluding shelter), 
which has been notably influenced by auto insurance 
premiums.' 


Food-price inflation has been driven largely by 

global movements in commodity prices 

In Canada and in other major advanced economies, the 
run-up in core food-price inflation through 2011 and its 
subsequent decline have both been broadly in line with 


lagged movements in global agricultural commodity prices 


(Chart 3-B and Chart 3-C). At the peak of the run-up in 
late 2011 and early 2012, the pass-through from higher 
agricultural prices helped to push CPIX inflation in Canada 
about 0.2 percentage points above its historical average. 
On average in 2013, the muted food-price inflation arising 
from the commodity price cycle has pulled core inflation 
down by a similar amount. Although agricultural prices 
stabilized in the second half of 2012, core CPI food-price 


Chart 3-A: Food prices have been the largest drag on core 
inflation in 2013 


Contributions to deviation of core inflation (year-over-year) 
from its 10-year average, January to May 2013 
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1 Components of food-price inflation account for 17 per cent of the CPIX, 
while core services (excluding shelter) accounts for 27 per cent, shelter 
services for 22 per cent, non-durable goods for 7 per cent and electricity 
prices for 3 per cent. 


inflation in Canada declined further, suggesting that 
heightened competitive pressures in domestic grocery 
retailing might also have dampened prices over that period. 
A relatively flat growth profile for agricultural products in 
the Bank of Canada commodity price index (BCPI) through 
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Chart 3-B: Core food-price dynamics have largely reflected 
the commodity price cycle 
Year-over-year percentage change, monthly data 


) 
Jan Apr Jul Oct Jan Apr Jul Oct Jan Apr Jul Oct Jan Apr Jul Oct Jan 


2010 2011 2012 2013 2014 


— Core food CPI (left scale) 

--=- Historical average, core food CPI (past 10 years, left scale) 

— BCPI agricultural products (Can$, advanced eight months, right scale) 
--= Historical average, BCPI agricultural products (past 10 years, right scale) 


Sources: Statistics Canada and 


Bank of Canada calculations Last observations: May and June 2013 


Chart 3-C: The weakness in food-price inflation is also 
shared by other major advanced economies 
Food, excluding fruits, vegetables and restaurants; deviation of the food-price 
inflation rate from its 10-year average, monthly data 
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Chart 3-D: The decline in regulated-price inflation has been 
province-specific 
Year-over-year percentage change, monthly data 
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Sources: Statistics Canada and 


Bank of Canada calculations Last observation: May 2013 


2013, combined with the competitive environment, sug- 
gests that inflation in core food prices should converge 
only gradually to more typical rates. 


Regulated prices have also played a role in the 


recent weakness in core inflation 

Some regulated prices have also played a role in the 
recent weakness In the CPIX (Chart 3-D). For example, 
power plant outages caused electricity rates in Alberta to 
increase sharply (71 per cent on a year-over-year basis) 
at the end of 2011, but they have since fallen significantly, 
reaching a trough earlier this year. As well, regulatory 
changes kept auto insurance premiums? in Ontario rela- 
tively flat in 2012 after material increases in previous 
years. Overall, developments in these regulated prices 
account for 0.1 percentage points of the weakness in CPIX 
inflation relative to its historical average. The current 
regulatory environment for auto insurance in Ontario and 


2 Auto insurance premiums, which are part of core services (excluding 
shelter), account for 3 per cent of core inflation. 


Chart 3-E: The commodity price cycle and changes in 
regulated prices have exacerbated movements in core inflation 
Year-over-year percentage change, monthly data 
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the proposed reduction in premiums included in the 2013 
Ontario budget suggest that weak growth in premiums 
relative to the average could persist for some time. On the 
other hand, the impact of the outages at Alberta power 
plants has already disappeared from the year-over-year 
progression for electricity prices. Announced electricity 
rate increases in Alberta in the third quarter should result 
in arebound in overall electricity prices in the CPI in the 
near term. 


Without the above-mentioned special factors, which removed 
about 0.3 percentage points of the CPIX relative to the average, 
the slowdown in core inflation would have been much less 
pronounced, with the CPIX hovering at around 1.7 per cent ona 
year-over-year basis in the first half of 2012 before moderating 
somewhat further in recent months (Chart 3-E).? 


3 To eliminate the effect of these special factors on core inflation, it is 
assumed that core food prices, semi-durables, electricity prices and auto 
insurance premiums grow at their 10-year historical average, while the 
remaining components of the CPIX progress at their observed rate. 
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Chart 32: Unit labour costs have risen recently owing to weak productivity 


Year-over-year percentage change, quarterly data 
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Source: Statistics Canada Last observation: 2013Q1 


financial markets in recent weeks, market-based measures of longer-term 
inflation expectations have also edged down, although they continue to be 
consistent with the 2 per cent inflation-control target. 


This projection includes a path of monetary policy consistent with achieving 
the inflation target. Guidance on this path is provided in the accompanying 
press release. 


The uncertainty surrounding the Bank’s inflation projection is illustrated 
using fan charts. Chart 33 and Chart 34 depict the 50 per cent and 

90 per cent confidence bands for year-over-year core inflation and total CPI 
inflation from the third quarter of 2013 to the end of 2015. 


Chart 33: Projection for core CPI inflation Chart 34: Projection for total CPI inflation 


Year-over-year percentage change, quarterly data Year-over-year percentage change, quarterly data 
% % 
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Risks to the Outlook 


The outlook presented in this Report balances the many upside and down- 
side risks to inflation in the projection. Four of the most important risks are 
described below: three of them emanate from the external environment, 
while one is domestic. 


(i) Stronger U.S. private demand 


The major upside risk to inflation in Canada is stronger-than-expected 
private demand in the United States. The solid recovery in the U.S. 
housing market, and in the economy more generally, could generate 
stronger growth in labour income. Moreover, higher prices for housing 
and equities could cause household deleveraging to end sooner than 
expected. Together, these developments would result in more rapid 
growth in consumption and residential investment, which in turn would 
give businesses greater confidence in investing and hiring, thus creating 
a virtuous circle for U.S. private demand. Although this would likely be 
accompanied by higher interest rates, putting some upward pressure 
on rates in Canada, the boost to U.S. real GDP would more than offset 
the pressure on rates. Stronger demand in the United States would be 
transmitted to the Canadian economy through the trade channel and 
higher commodity prices. 


(ii) Euro-area crisis 


Failure to contain the crisis in Europe remains the most serious down- 
side risk facing the global and Canadian economies. Although Canada 
has limited direct trade and financial exposure to Europe, if a euro-area 
country or large bank were to lose access to debt markets, leading to a 
sudden loss of confidence, financial contagion to the United States could 
cause U.S. credit spreads to widen and equity prices to fall. The Knock- 
on effects in Canada from weaker U.S. demand and financial market 
turbulence would have significant consequences for our exports and for 
domestic economic activity. 


Even if the situation in the euro area remains contained, weakness could 
persist longer than projected, owing to reform fatigue, persistently high 
unemployment, and delays in the necessary institutional reforms and 
balance-sheet repairs. The combination of weaker foreign activity, higher 
lending spreads, lower commodity prices and negative confidence effects 
would act as a drag on Canadian growth. 


(iii) Disorderly unwinding of household sector imbalances 


The elevated level of household debt and imbalances in some segments 
of the housing market remain the most important domestic source 
of risk to the Canadian economy. In the past several months, there 
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has been a constructive evolution of household sector imbalances. 
Nevertheless, despite the continued slowing in credit growth, the level 
of debt remains high. In addition, some of the latest data point to the 
risk of renewed momentum in the housing market in the context of 
continuing very low borrowing rates. This renewed momentum would 
produce a temporary boost to economic activity and inflation, but more 
importantly, it would exacerbate existing imbalances and therefore 
increase the probability of a more severe correction later on. Such a 
correction could have sizable spillover effects to other parts of the 
economy. 


(iv) Weaker growth in China and other emerging-market economies 


Efforts by Chinese authorities to contain domestic financial risks may 
result in a greater-than-anticipated slowdown in credit growth and an 
extended period of deleveraging. There is also a risk that the current 
slowdown in economic activity in other EMEs could be more severe and 
protracted than the Bank has projected. In particular, the anticipated 
normalization of monetary policy in the United States could trigger 
larger capital outflows, tighter credit conditions and increased volatility 
in EME asset prices. Important structural reforms, which are necessary 
to expand potential growth, could also be delayed. The shock would 
be transmitted to the Canadian economy through weaker export sales, 
lower commodity prices and a deterioration in our terms of trade. 
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Monetary Policy Report Summary 


This text is a commentary of the Governing Council of the Bank of Canada. 


Highlights 


* Global economic growth remains modest. Although the Bank has downgraded slightly its 
global growth forecast, the global economy is still expected to pick up in 2014 and 2015. 


» Economic growth in Canada is expected to be choppy in the near term. The economy is 
expected to reach full capacity around mid-2015, as projected in April. 


» The Bank projects that the Canadian economy will grow by 1.8 per cent in 2013 and 2.7 per 
cent in both 2014 and 2015. 


# Inflation has been low in recent months and is expected to remain subdued in the near 
term. Both core and total CPI inflation are expected to return to 2 per cent around mid-2015. 


Global economic growth remains modest, although the pace of economic activity varies 
significantly across the major economies. The U.S. economic expansion is proceeding at a 
moderate pace, with the continued strengthening in private demand being partly offset by the 
impact of fiscal consolidation. In Japan, fiscal and monetary policy stimulus is contributing to a 
rapid recovery in economic growth. In contrast, economic activity in the euro area remains weak. 
While stronger than in the advanced economies, real GDP growth in China and other emerging 
market economies has slowed, exerting downward pressure on global commodity prices and, as 
a consequence, the Bank has downgraded slightly its global growth forecast. The global 
economy is still expected to pick up in 2014 and 2015. 


In Canada, economic growth is expected to be choppy in the near term, owing to unusual 
temporary factors, although the overall outlook is little changed from the Bank’s projection in 
April. Annual GDP growth is projected to average 1.8 per cent in 2013 and 2.7 per cent in both 
2014 and 2015, supported by very accommodative financial conditions. Despite ongoing 
competitiveness challenges, exports are projected to gather momentum, which should boost 
confidence and lead to increasingly solid growth in business investment. The economy will also 
be supported by continued growth in consumer spending, while further modest declines in 
residential investment are expected. Growth in real GDP is projected to be sufficient to absorb 
the current material excess capacity in the economy, closing the output gap around mid-2015, 
as projected in April. 


Inflation has been low in recent months and is expected to remain subdued in the near term. 
The weakness in core inflation reflects persistent material excess capacity, heightened 
competitive pressures on retailers, relatively subdued wage increases, and some temporary 
sector-specific factors. Total CPI inflation has also been restrained by declining mortgage 
interest costs. As the economy gradually returns to full capacity and with inflation expectations 
well-anchored, both core and total CPI inflation are expected to return to 2 per cent around mid- 
2015; 


The outlook balances the many upside and downside risks to inflation. Three of the most 
important emanate from the external environment, and include the risks of stronger U.S. private 
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demand, a failure to contain the crisis in Europe, and weaker growth in China and other 
emerging-market economies. The most important domestic source of risk to the Canadian 
economy remains the possibility of a disorderly unwinding of household sector imbalances. 


Against this backdrop, on 17 July, the Bank decided to maintain the target for the overnight rate 
at 1 per cent. As long as there is significant slack in the Canadian economy, the inflation outlook 


remains muted, and imbalances in the household sector continue to evolve constructively, the 
considerable monetary policy stimulus currently in place will remain appropriate. Over time, as 


the normalization of these conditions unfolds, a gradual normalization of policy interest rates can 


also be expected, consistent with achieving the 2 per cent inflation target. 


Projection for global economic growth 


eto 
Share of real global 
GDP? (per cent) 
United States 19 
Euro area 14 
Japan 6 
China 15 
Rest of the world 47 
World 100 


a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity (PPP) valuation of country GDPs for 2012. The 


2012 
2222) 
-0.5 (-0.5) 
1.9 (2.0) 
7.8 (7.8) 
3.1 (3.1) 


3.0 (3.0) 


individual shares may not add up to 100 owing to rounding. 


Source: IMF, World Economic Outlook, April 2013 


Projected growth? (per cent) 


2013 
1.7 (2.0) 
-0.8 (-0.6) 
1.9 (1.4) 
7.4 (7.7) 
2.9 (3.2) 
2.8 (3.0) 


b. Numbers in parentheses are projections used for the April 2013 Monetary Policy Report. 


Source: Bank of Canada 


2014 
Sted) 
0.8 (0.8) 
1.3 (1.6) 
7.3 (7.6) 
3.6 (3.7) 


3.5 (3.6) 


2015 

3.2 (3.3) 
1.3 (1.4) 
1.2 (1.4) 
7.5 (7.7) 
3.8 (3.9) 
3.7 (3.8) 
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Summary of the projection for Canada? 


2015 
Q2 Q3 Q4 


A eee ae bah | 3) 
(25) 12.3) N24) 


Real GDP (quarter-over- 
quarter percentage 
change at annual rates) 


—_ 
SS) 
Ce) 

— 


Real GDP (year-over-year 1.0 ‘ : ; : Pall 2.6 Zo 
percentage change) Galea). || Gey |) LAY |) (Ga). |) an) | ea | 4S | Gay Gs) I) es) | 3) 1 (eS) | @2)) 
Core inflation (year-over- 2 leo 1h 18) 1.6 WS Ae 1.8 1.9 1.9 2.0 2.0 2.0 
year percentage change) GA) 1 Gls | GA) |) aly |) Glee) |) Gleza) |) Gis) i) GES TP GIES) GES IP ea) (eA ay 
Total CPI (year-over-year 1.0 0.9 0.7 1.1 1.4 1.4 1.6 1.8 1.9 1.9 2.0 2.0 2.0 
percentage change) OY || LORD) 1 GO) | ae) | GS |) GS) | Ge) I (SD) GES) I GUADY (2) I @D) | 20) 


2.0 2.0 2.0 


Total CPI excluding the : 
(ZO) | (Oo) | Xo) 


effect of the HST and 
changes in other indirect 
taxes (year-over-year 
percentage change) 


So 
0 © 


WTI? (level) 88 94 94 103 100 97 94 93 91 90 88 87 86 
(88) (94) (94) (95) (94) (93) | (92) | (91) | (90) | (80) (89) (88) | (88) 
Brent? (level) 110 dS 103 106 105 103 102 100 99 98 96 NS 94 
(110) | (113) | (106) | (106) | (104) | (103) | (102) | (101) | (100) | (99) | (98) | (97) (96) 


a. Figures in parentheses are from the projection in the April 2013 Monetary Policy Report. 
b. Assumptions for the price of West Texas Intermediate and Brent crude oil (US$ per barrel) are based on an average of futures contracts over the two 
weeks ending 12 July 2013. 


The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July and October. 
©2013 Bank of Canada ISSN 1924-1089 (Print) ISSN 1925-3168 (Online) 
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Canada's Inflation-Control Strategy’ 


Inflation targeting and the economy implications for inflation. The Monetary Policy Report is a 
key element of this approach. Policy decisions are typi- 
The Bank's mandate is to conduct monetary policy to pro- cally announced on eight pre-set days during the year, 
mote the economic and financial well-being of Canadians. and full updates of the Bank's outlook, including risks to 


Canada’s experience with inflation targeting since 1991 the projection, are published four times per year in the 
has shown that the best way to foster confidence in the Monetary Policy Report. 

value of money and to contribute to sustained economic 

growth, employment gains and improved living standards Inflation targeting is symmetric and flexible 


eh isis MIS Oe) aul NOPE RIE * Canada's inflation-targeting approach is symmetric, which 


In 2011, the Government and the Bank of Canada renewed means that the Bank is equally concerned about inflation 
Canada’s inflation-control target for a further five-year rising above or falling below the 2 per cent target. 
period, ending 31 December 2016. The target, as measured 
by the total consumer price index (CPI), remains at the 

2 per cent midpoint of the control range of 1 to 3 per cent. 


Canada’s inflation-targeting framework is flexible. 
Typically, the Bank seeks to return inflation to target over 
a horizon of six to eight quarters. However, the most 
appropriate horizon for returning inflation to target will 


The monetary policy instrument vary depending on the nature and persistence of the 


The Bank carries out monetary policy through changes shocks buffeting the economy. 


in the target overnight rate of interest.2 These changes 
are transmitted to the economy through their influence Monitoring inflation 
on market interest rates, domestic asset prices and the 
exchange rate, which affect total demand for Canadian 
goods and services. The balance between this demand 
and the economy's production capacity is, over time, the 
primary determinant of inflation pressures in the economy. 


* Inthe short run, a good deal of movement in the CPI is 
caused by fluctuations in the prices of certain volatile 
components (e.g., fruit and gasoline) and by changes in 
indirect taxes. For this reason, the Bank also monitors a 
set of “core” inflation measures, most importantly the 


Monetary policy actions take time—usually from six to CPIX, which strips out eight of the most volatile CPl com- 
eight quarters—to work their way through the economy ponents and the effect of indirect taxes on the remaining 
and have their full effect on inflation. For this reason, components. These “core” measures allow the Bank to 

monetary policy must be forward looking. “look through” temporary price movements and focus on 


the underlying trend of inflation. In this sense, core infla- 
tion is monitored as an operational guide to help the Bank 
achieve the total CPI inflation target. It is not a replace- 
ment for it. 


Consistent with its commitment to clear, transparent 
communications, the Bank regularly reports its perspec- 
tive on the forces at work on the economy and their 


See Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the Inflation-Contro! Target (8 November 2011) and 
Renewal of the Inflation-Contro! Target: Background Information—November 2011, which are both available on the Bank's website. 


When interest rates are at the zero lower bound, additional monetary easing to achieve the inflation target can be provided through three unconven- 
tional instruments: (i) a conditional statement on the future path of the policy rate; (ii) quantitative easing; and (iii) credit easing. These instruments 
and the principles guiding their use are described in the Annex to the April 2009 Monetary Policy Report. 


The Monetary Policy Report is available on the Bank of Canada’s website at bankofcanada.ca. 


For further information, contact: Telephone: 613 782-8111; 


Public Information 


1 800 303-1282 (toll free in North America) 
Email: info@bankofcanada.ca; Website: bankofcanada.ca 


Communications Department 

Bank of Canada ISSN 1201-8783 (Print) 
234 Wellington Street ISSN 1490-1234 (Online) 
Ottawa, Ontario K1iA 0OG9 © Bank of Canada 2013 
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This is a report of the Governing Council of the Bank of Canada: 
Stephen S. Poloz, Tiff Macklem, John Murray, Timothy Lane, Agathe Cété and Lawrence Schembri. 


“Many of the conditions needed to support a return 
to natural growth are already in place in Canada.... 
It may be slow in coming, but it will emerge.” 


—Stephen S. Poloz 


Governor, Bank of Canada 
Vancouver, British Columbia 
18 September 2013 
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Global Economy 


The global economy is expected to expand modestly in 2013, although 

its near-term dynamic has changed and the composition of growth is 

now slightly less favourable for Canada. The U.S. economy is softer than 
expected but, as fiscal headwinds dissipate and household deleveraging 
ends, growth should accelerate through 2014 and 2015. The nascent 
recovery in Europe, while modest, has surprised on the upside. China’s 
econoiny is showing renewed momentum, while growth in a number of other 
emerging-market economies has slowed as their financial conditions have 
tightened. Overall, the global economy is projected to grow by 2.8 per cent 
in 2013 and accelerate to 3.4 per cent in 2014 and 3.6 per cent in 2015 (Table 1). 


Table 1: Projection for global economic growth 


Projected growth? (per cent) 


| 
Share of real global , 
2013, 2014 


GDP* (percent) | 2012 


2015 


United States 20 | 2.8 (2.2) 1.5(1.7) | 25(3.1) S562) 
Euro area. ; ey |Poecos orcs Toes, (isis, 
Japan Ee we ods) ed) | foe), Teton) 
China aS th. nae ee ee 
Restoftheworld | = «s 47,— (3.281) 2.829) 3.486) 3.78.8) 
World 100 3.1 (3.0) | 2.8(28) | 3.4(3.5) | 3.6(3.7) 


a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity (PPP) 
valuation of country GDPs for 2012. The individual shares may not add up to 100 owing to rounding. 


Source: IMF, World Economic Outlook, October 2013 
b. Figures in parentheses are projections used for the July 2013 Monetary Policy Report. 
Source: Bank of Canada 


Global financial conditions have been affected by the 
~ anticipation of U.S. tapering 


Global financial conditions tightened from May through September in response 
to an anticipated slowing in the pace of asset purchases by the U.S. Federal 
Reserve. The market reaction was stronger than expected. More recently, finan- 
cial conditions have eased somewhat, following the decision in September by 
the Federal Reserve to maintain the pace of its asset purchases." 


In advanced economies, yields on government bonds have risen from the 
lows reached in May, especially at longer maturities. A notable exception is 
Japan, where bond yields have declined somewhat, owing to the Bank of 
Japan’s commitment to double the monetary base by the end of 2014 by pur- 
chasing Japanese government bonds to achieve its 2 per cent inflation target. 


1 Political disagreements in the United States over the government budget added some further uncer- 
tainty to financial markets through the month of October, but the price effects were generally small and 
largely concentrated in very short-term U.S. government instruments. 
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Chart 1: Yields on most major government bonds have risen recently, 
but are still low by historical standards 
Yields to maturity on 10-year sovereign bonds, daily data 
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Source: Reuters Last observation: 18 October 2013 


Chart 2: Equity indexes in several advanced economies are at multi-year 


high levels 

Index: 3 January 2012 = 100, daily data 
Index Index 
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Source: Bloomberg Last observation: 18 October 2013 


Despite the recent tightening, global financial conditions remain highly sup- 
portive—yields on most major government bonds are low by historical standards, 
and equity indexes are at multi-year high levels in several advanced economies 
(Chart 1 and Chart 2). Yield spreads on most euro-area peripheral sovereign 
bonds have narrowed, reflecting signs of recovery in euro-area macroeconomic 
conditions and progress on reforms. Although spreads on U.S. corporate bonds 
have widened modestly since May, issuance has remained solid. 


The tightening of financial conditions in EMEs has been more pronounced than 
in advanced economies. The anticipation of U.S. tapering and a reassessment 
of the growth prospects for some EMEs have led to capital outflows, a marked 
rise in bond yields and a decline in equity prices (Chart 3). However, there 

has been significant market differentiation among EMEs: those with weaker 
economic fundamentals, such as large fiscal and current account deficits, high 
inflation and declining growth prospects, have been the most affected. 
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Chart 3: Bond yields in vulnerable emerging-market economies have risen 
more than in advanced economies 
Percentage-point change in yields to maturity on 10-year sovereign bonds, daily data 
Percentage points 
3.0 


2.5 


Japan Italy Germany France Russia Canada United United South Brazil India Indonesia Turkey 
States Kingdom Africa 


Milli Change since 21 May 2013 


Source: Bloomberg Last observation: 18 October 2013 


Recent softness in the U.S. economy is projected to give way to 
a solid recovery 


U.S. real GDP grew by slightly less than 2 per cent during the first half of 
2013. Growth is projected to have remained modest in the second half of the 
year and below expectations in July. 


This near-term softness has been broad-based. Consumer spending has 
been dampened by the increase in payroll taxes in January 2013 and a mod- 
eration in employment growth (Chart 4). Housing activity has also slowed, 
largely in response to the 95-basis-point rise in mortgage interest rates. In 
contrast, business investment has increased, but by less than expected, 
despite strong corporate balance sheets. Government spending continues 
to contract as the sequestration cuts are implemented. 


The failure to reach a timely agreement to fund government operations 
resulted in a partial government shutdown in the first half of October. The 
shutdown will dampen economic growth in the fourth quarter, through the 
direct effect of furloughed government workers, and, more broadly, through 
negative effects on confidence. In addition, the debt-ceiling debate has 
exacerbated the adverse impact on confidence and economic activity. 


The projection for U.S. real GDP growth in the second half of 2013 is signifi- 
cantly lower than in the July Report, mainly reflecting softer-than-expected 
domestic demand. The drag from previous tax increases and spending cuts 
is expected to amount to 1.8 percentage points in 2013, and then to decline 
to 0.8 percentage points in 2014 and zero in 2015. Monetary policy remains 
highly stimulative, with members of the Federal Open Market Committee 
expecting the first increase in the federal funds rate to occur only in 2015. 


The expansion of U.S. private sector demand in 2014 and 2015 should be 
broad-based. Consumption is projected to increase at a more solid pace, 
supported by substantially healthier household balance sheets (Chart 5) 

and improving labour market conditions. Residential investment should also 
increase vigorously, given the strong underlying fundamentals: the still-low 
level of mortgage interest rates, an expected rebound in household formation, 
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Chart 4: U.S. consumer spending has been dampened by fiscal consolidation 
and a moderation in employment growth 
3-month moving average, monthly data 
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Note: Personal consumption is shown as a percentage change at annual rates. 


Sources: U.S. Bureau of Economic Analysis Last observations: September 2013 for employment, 
and U.S. Census Bureau August 2013 for personal consumption 


Chart 5: U.S. households have substantially repaired their balance sheets 
Quarterly data 
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Note: Calculations of U.S. household debt include the unincorporated business sector. 
Sources: U.S. Federal Reserve and U.S. Bureau of Economic Analysis Last observation: 2013Q2 


significant pent-up demand, and the decline in both actual and shadow inven- 
tories of homes. Business investment will benefit from the improvement in 
demand, as well as from the solid financial positions of firms. 


Exports are also projected to be an important driver of U.S. economic 
growth through 2015, supported by strengthening foreign demand and 
improved competitiveness brought about by sustained gains in productivity 
and lower energy costs. While overseas oil imports should continue to fall, 
reflecting the expansion in domestic supply, non-oil imports are expected to 
increase steadily, driven by stronger domestic demand. 
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Box 1 


Determining Uncertainty Around the Bank's Projection for Key Variables 


For policy purposes, it is important to acknowledge that thumb range is an ex ante measure of uncertainty, it is dif- 

economic projections are subject to considerable uncer- ferent from the ranges presented in Chart 26 and Chart 27, 
tainty and are revised over time as new economic data which are based on statistical analysis of realized (ex post) 
become available. To convey a sense of uncertainty, this forecast errors. 


Monetary Policy Report provides “rule of thumb” ranges 
around the base-case projection for the growth of U.S. and 
Canadian GDP and Canadian total CPI inflation, as well as 
for the current level of the output gap and the growth rate of 
potential output in Canada. 


Since potential GDP is not widely forecast, it is impossible to 
compute forecast dispersion. In this case, it is more informa- 
tive to show a range based on sensitivity analyses around the 
various assumptions on which our projection is based. This 
suggests a range for Canadian potential output growth of 
The approaches used to construct the range around each approximately +0.3 percentage points (see Appendix A). 
projection differ. For example, the intervals for projected 
GDP growth and inflation are informed by the average 
cross-sectional dispersion of private sector forecasters 
surveyed by Consensus Economics.' A reasonable rule of 
thumb interval for both Canadian and U.S. growth in 2014, 
consistent with this approach, is 0.5 percentage points.? 


Finally, the +0.5-percentage-point range for the 2013Q3 
output gap is based roughly on the range of estimates from 
the Bank's various output-gap indicators. For example, the 
conventional estimate of excess supply for the same quarter 
is 1.3 per cent, whereas a more structural cohort-based 
model suggests excess supply of 1.8 per cent. As a result, the 
Using the same method for total CPI inflation suggests a Bank judges that a reasonable range is around 1 to 2 per cent. 
range of around +0.3 percentage points. Since this rule of 


1 Thesample used to calculate the average dispersion is 2000-13, and in each case, 
the highest and lowest forecasts were dropped from the sample. 


2 The precise average dispersion in GDP forecasts (for the following year) is 
+0.4 percentage points for Canada and +0.7 percentage points for the United 
States (the United States is higher largely because of a greater number of 
forecasters in the sample). Consensus Economics only provides the average 
forecast at a 2-year horizon, so dispersion cannot be calculated. 


Overall, U.S. economic activity is expected to strengthen as fiscal headwinds 
dissipate and household deleveraging ends. The Bank projects that the 

U.S. economy will grow by 1.5 per cent in 2013, 2.5 per cent in 2014 and 

3.3 per cent in 2015. Based on past dispersion of private sector forecasts, 
U.S. economic growth in 2014 would be expected to fall within + 0.5 per- 
centage points of the Bank’s projection, with a somewhat wider range in 2015 
(Box 1). 


U.S. inflation has been on a declining trend since early 2012, owing to 
substantial slack in the economy and various temporary factors. As excess 
supply is gradually reduced over the projection period, inflation is expected 
to move back toward the Federal Reserve’s 2 per cent inflation target. 
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The nascent recovery in the euro area is expected to be modest 


Economic growth has resumed in the euro area, ending a six-quarter 
recession. Real GDP rose by 1.1 per cent in the second quarter of 2013, a 
significantly stronger result than anticipated in the July Report. Since then, 
survey indicators have suggested continued growth (Chart 6). The economic 
recovery is projected to proceed slowly, however, reflecting the need to 
rebuild private sector balance sheets, ongoing fiscal consolidation, tight 
credit conditions and depressed labour markets. 


While labour market competitiveness has improved in the euro-area periph- 
eral economies, substantial cross-country differences in growth prospects 
are expected to persist. A sustained recovery will require further progress in 
structural, fiscal and banking reforms (including a timely completion of the 
banking union). As a result, uncertainty remains elevated, and the possibility 
of an extended period of very slow growth, as well as financial system vul- 
nerability, still represents a downside risk to the Bank’s outlook for the euro 
area. However, the likelihood of that risk materializing has decreased. 


Chart 6: Purchasing managers’ indexes suggest continued growth in 
real GDP in the euro area 
Composite purchasing managers’ index, monthly data 
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Note: The purchasing managers’ index is a composite diffusion index. A reading above (below) 50 indicates 
that a larger percentage of firms reported that their production expanded (contracted) compared with the 
previous month, while a reading at 50 indicates that production was unchanged from the previous month. 


Source: Markit Economics Last observation: September 2013 


Policy measures are expected to continue to support the 

ongoing recovery in Japan 

Japan registered a strong upturn in economic activity in the first half of 
2013. Real GDP growth averaged about 4 per cent over this period, sup- 
ported by significant monetary and fiscal stimulus, a weaker yen, and 
improved confidence. Annual real GDP growth is expected to remain above 
the country’s production potential over the projection horizon, reflecting 
the effects of Japan’s ambitious program to revive economic growth and 
end deflation.? The pace of growth will nonetheless slow over 2014-15 as 


2 The three-pronged program, commonly referred to as the “Three Arrows,” consists of: (i) the adoption 
of a 2 per cent inflation target by the Bank of Japan and aggressive monetary easing to reach this 
goal within about two years; (ii) sizable fiscal stimulus in the near term followed by fiscal consolidation 
beginning in April 2014; and (iii) structural reforms, deregulation and trade promotion to boost the 
economy’s growth potential. 
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legislated increases in the value-added tax take effect. Inflation expecta- 
tions have risen materially since the end of 2012 and core inflation is no 
longer negative, suggesting that deflationary pressures have abated. 


Economic growth in China has picked up... 


Real GDP growth in China increased in the third quarter, supported by addi- 
tional fiscal stimulus and a re-acceleration of investment in manufacturing.* 
However, the continued reliance on investment activity, the rapid growth 

of credit and increases in housing prices have reinforced concerns about 
financial stability and the sustainability of economic growth. 


Real GDP growth through 2015 is projected to remain close to the gov- 
ernment’s 2013 target of 7.5 per cent. Robust growth in productivity and 
income, underpinned by some progress on reform measures, should sup- 
port a gradual strengthening of private consumption and more sustainable 
investment activity. However, structural impediments such as the lack of 
social safety nets and overinvestment in the export sector will slow the 
rebalancing of the economy. Existing financial imbalances, together with the 
recent robust expansion in credit and excess capacity in a number of sec- 
tors, represent a downside risk to the Bank’s projection. 


..but growth prospects have moderated in some other 
emerging-market economies 


Economic activity has slowed in some EMEs (Chart 7). To limit the depreciation 

of their currencies resulting from recent large capital outflows, authorities in 
some emerging-market countries have undertaken additional exchange rate 
interventions, introduced new capital controls and increased policy interest rates. 
In the near term, growth will continue to be held back by tighter financial condi- 
tions and heightened uncertainty, as well as by persistent supply constraints. 


Chart 7: Economic activity has slowed in some emerging-market economies 
Year-over-year percentage change, annual and quarterly data 
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Sources: International Monetary Fund, Haver Analytics Last observations: 
and Bank of Canada calculations 2013Q3 for China; 2013Q2 for all others 


3 In July, the Chinese government announced new fiscal measures that will suspend taxes on small 
businesses, reduce fees and administrative burdens for exporters, and promote new funding sources 
for railway construction. 
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Economic growth in EMEs is expected to pick up modestly over 2014-15, 
driven by some stabilization in credit conditions, progress on the implemen- 
tation of structural reforms to alleviate supply bottlenecks and strengthening 
demand from the advanced economies. Nevertheless, the recent financial 
market turbulence in EMEs, combined with existing domestic imbalances in 
a number of countries, represents a downside risk to the Bank’s outlook. 


Despite recent declines, the Bank of Canada’s commodity price 
index remains elevated 


Commodity prices, as measured by the Bank of Canada’s commodity price 
index (BCPI), have fallen by 6 per cent since July and are expected to remain 
relatively flat over the projection horizon, with a drop in crude oil prices offset- 
ting a projected rise in the price of non-energy commodities. On balance, 
however, the BCPI remains elevated (Chart 8), underpinned by expectations 
of sustained demand from China and a continued recovery in the advanced 
economies. 


As measured by the Brent benchmark, global crude oil prices are little 
changed from their levels in July, while West Texas Intermediate (WTI) prices 
have eased somewhat. Based on the latest futures curves, both Brent and 
WTI crude prices are assumed to decline by just under 15 per cent by the 
end of 2015, reflecting a continued robust increase in supply, especially 
from non-conventional sources, and a reduction in geopolitical concerns 
(Chart 9). Prices for Western Canada Select (WCS) have fallen by more than 
20 per cent since the release of the July Report, owing to higher production 
levels, ongoing transportation constraints and lower demand due to refinery 
outages in North America. As a result, the spread between WTI and WCS 
prices has widened to approximately US$30 per barrel—the highest level 
since the beginning of 2013. Based on the latest futures curves, WCS prices 
are expected to hover around current levels over the projection horizon, 
with the gap between WTI and WCS prices expected to narrow to about 
US$20 per barrel. 


Chart 8: The Bank of Canada’s commodity price index remains elevated 
by historical standards 
Bank of Canada commodity price index (BCPI) in real terms, 1972Q1 = 100, quarterly data 
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Chart 9: Brent and WTI crude oil futures prices are declining to the end of 2015 
Monthly data 
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Notes: Values for October 2013 are estimates based on the average daily spot prices up to 18 October 2013. 
Futures prices are estimates based on an average of futures contracts over the two weeks ending 
18 October 2013. 


Source: Bank of Canada 


Chart 10: Lumber prices have continued to recover, while prices for base metals 
have changed little since July 
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Notes: Values for October 2013 are estimates based on the average daily spot prices up to 18 October 2013. 
Base metals prices are indexed to January 1972 = 100. 


Source: Bank of Canada Last observation: 18 October 2013 


Natural gas prices in North America have moved up modestly in recent 
months. The latest futures curves suggest that prices will increase further, 
rising slightly above US$4 per million BTU by the end of 2015, owing to 
growing demand for electricity generation. 


In aggregate, non-energy commodity prices have stayed relatively flat since 
July. Following a sharp correction over the April-June period, lumber prices 
have continued to recover, while base metals prices are little changed 
(Chart 10). In contrast, agricultural prices have declined in anticipation of 
record harvests for key grains. Prices for non-energy commodities are 
expected to rise by roughly 15 per cent over the projection horizon, sup- 
ported by a gradual strengthening in global economic activity. 
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Summary 


The projected acceleration in the growth of global demand should support 
a recovery of Canada’s exports, although the composition has changed. 
Weaker growth in U.S. output in the near term, particularly in business 
and residential investment, will dampen Canadian exports relative to what 
had been expected in July. Elevated commodity prices should continue to 
sustain the high level of investment in the resource sector in Canada and 
support Canadian incomes. 


The Canadian dollar has averaged roughly 97 cents U.S. since the 
September fixed announcement date, compared with the 96 cents U.S. 
assumed in the July Report (Chart 11). By convention, the Canadian dollar is 
assumed to remain at or near its current level over the projection horizon. 


Chart 11: The Canadian dollar has remained relatively stable recently 
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Canadian Economy 


Inflation in Canada has remained low in recent months, reflecting the sig- 
nificant amount of slack in the economy, heightened competitiveness pres- 
sures in the retail sector and certain sector-specific factors (Chart 12). At the 
same time, uncertain global and domestic economic conditions are delaying 
the pickup in Canada’s exports and investment. As a result, the current level 
of economic activity is now estimated to be lower than was anticipated in 
the July Report. While household spending remains solid, the continued 
slowing in the growth of household credit and the rise in mortgage interest 
rates point to a gradual unwinding of household imbalances. 


While some recent developments have not been as supportive as antici- 
pated, the Bank expects that a better balance between domestic and 
foreign demand will be achieved over time, resulting in stronger and more 
self-sustaining economic growth. GDP growth is expected to surpass 

that of potential output over the next two years as foreign activity and 
business confidence strengthen, and underlying momentum builds in the 
Canadian economy (Chart 13 and Table 2). The output gap in the base-case 


Chart 12: Alternative measures of core inflation remain well below 2 per cent 
Year-over-year percentage change, monthly data 
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a. For definitions, see Rates & Statistics > Indicators > Indicators of Capacity and Inflation Pressures for 
Canada > Inflation. 

b. Extracts the component of inflation that is common across the individual series that make up the CPI. 
See M. Khan, L. Morel and P. Sabourin, “The Common Component of CPI: An Alternative Measure of 
Underlying Inflation for Canada,” Bank of Canada Working Paper No. 2013-35. 


Sources: Statistics Canada and Bank of Canada calculations Last observation: September 2013 
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projection is anticipated to close around the end of 2015. In the context of 
well-anchored inflation expectations, this will contribute to a gradual return 
of both core and total CPI inflation to 2 per cent over the same horizon. 


Overall, the Bank judges that the risks to the inflation outlook are roughly 
balanced over the projection horizon. 


Chart 13: The composition of demand is expected to become more broadly based 


Contributions to real GDP growth; 4-quarter moving average 
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Table 2: Contributions to average annual real GDP growth 
Percentage points* 
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a. Figures in parentheses are from the projection in the July 2013 Monetary Policy Report. Those for potential 
output are from Box 2 in the October 2012 Monetary Policy Report. 
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The pickup in exports and business investment is delayed 


Real GDP is expected to have expanded at a slower pace in the third 
quarter than anticipated in the July Report.* This reflects weaker underlying 
momentum in exports and business fixed investment, as well as a smaller 
rebound from the temporary factors depressing growth in the second 
quarter. This composition of aggregate demand is less favourable for 
achieving sustainable growth. 


Following a rebound in the first quarter, the performance of the export 
sector was lacklustre during the second and third quarters, with the excep- 
tion of automotive and forestry products (Chart 14). Aside from temporary 
disruptions in the oil sector, the recent weakness in exports is indicative of 
a broader trend of slower-than-expected export growth that began in early 
2012. As discussed in previous Reports, the weakness may be due to shifts 
in trade linkages that have been difficult to properly capture and to ongoing 
competitiveness challenges. 


The projected expansion of U.S. business and residential investment in 
2014 is still expected to fuel a rise in the growth rate of exports, albeit at a 
somewhat more moderate pace than expected in July. As economic activity 
improves, both in the United States and globally, exports of non-energy 
commodities such as metals and forestry products are projected to post 
strong gains. Following several disruptions in 2013, crude oil exports are also 
expected to contribute significantly to growth in 2014 as production continues 
to expand. Non-commodity exports such as machinery and equipment, 
consumer goods (excluding automobiles), and services are also expected to 
strengthen gradually, but at a slower pace than other export sectors. 


Chart 14: Excluding energy, exports remain weak 


Real exports and the foreign activity measure; index: 2007Q2 = 100 
(pre-recession peak in total exports) 


Index 
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—— Non-energy commodities =~ Foreign activity measure 
(30 per cent of total exports) 
Sources: Statistics Canada and Bank of Canada calculations Last observation: 2013Q2 


4 Real GDP growth over the second and third quarters has not been as uneven as the Bank anticipated in 
July. The impact of flooding in southern Alberta and the construction strike in Quebec is now estimated 
to have depressed growth in the second quarter by about 0.5 percentage points (compared with the 1.3 
percentage points projected in the July Report). The temporary nature of the shocks, together with the 
reconstruction and repair of damaged infrastructure in Alberta, is now estimated to have boosted real 
GDP growth by only about 0.9 percentage points in the third quarter (compared with the 1.8 percentage 
points anticipated in the July Report). 
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A key assumption underlying this projection is that the historical relationship 
between the growth rates of exports and foreign demand will gradually 
reassert itself once the recovery is more fully entrenched. There is a risk that 
this could take longer than anticipated. However, there are some encour- 
aging signs that Canadian firms are taking steps to improve their export 
performance. Available evidence suggests that many Canadian firms have 
already begun, or are planning, to expand exports to the fastest-growing 
emerging markets.® Similarly, through the Bank’s discussions with busi- 
nesses for the Business Outlook Survey, a number of firms have reported 
that recent investments in innovation and marketing are supporting their 
ability to sell in existing or new export markets. They also consider that 
recent investments to improve efficiency or to lower costs are enhancing 
competitiveness. As the demand for Canadian exports rises and firms fully 
utilize their capital, this should spur productive investments and work to 
improve competitiveness further. 


Against this backdrop, business investment is expected to strengthen, but 
with a more subdued profile than in the July Report, in line with the lower 
profile for exports. In particular, it is anticipated that business fixed invest- 
ment will pick up over the next two years, consistent with historical relation- 
ships suggesting that business investment increases within about two to 
four quarters following a rise in exports (Chart 15). This view is supported 
by responses to the Bank’s autumn Business Outlook Survey, which point 
to a growing number of firms reporting that they would face some difficulty 
meeting an unexpected increase in demand, since they are already using 
their existing labour and capital more intensively while awaiting signs that 
demand is strengthening. This is consistent with firms having some ability 
over the near term to accommodate strengthening demand but eventually 
needing to expand capacity. 


With firms currently waiting to see a sustained increase in demand before 
committing to investment plans, investment intentions remain relatively 
subdued, even though indicators of business sentiment are close to their 
historical averages (Chart 16). However, there are some early signs that 
firms might be becoming more optimistic, since sentiment indicators have 
generally improved from the levels observed earlier in 2013, and have been 


Chart 15: Growth in business fixed investment should pick up as exports strengthen 


Year-over-year percentage change, quarterly data 
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Sources: Statistics Canada and Bank of Canada calculations and projections 


5 Export Development Canada, semi-annual survey of Canadian companies, released on 27 June 2013. 
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Chart 16: Indicators of business sentiment remain close to their historical averages 
Deviations from historical average 


Standardized units 
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-—— Business Outlook m= Canadian Federation of —=Conference 
Survey indicator Independent Business Board of Canada® 


a. This underlying measure is a summary of the responses to nine BOS questions. See L. Pichette and 
L. Rennison, “Extracting Information from the Business Outlook Survey: A Principal-Component 
Approach,” Bank of Canada Review (Autumn 2011): 21-28. 

b. Business barometer index, Canadian Federation of Independent Business 

c. Index of business confidence, Conference Board of Canada 


Sources: Conference Board of Canada, Canadian Federation of 
Independent Business and Bank of Canada (including calculations) Last observations: 2013Q2 and 2013Q3 


Chart 17: Financial conditions remain accommodative despite the recent rise 
in longer-term interest rates 


Weekly data % 


2008 2009 2010 2011 2012 2013 
—— Effective business interest rate —— Yields on 10-year Government of Canada bonds 


Note: For more information on the effective business interest rate, see <http://credit.bankofcanada.ca/ 
financialconditions>. 


Sources: Reuters and Bank of Canada calculations Last observation: 18 October 2013 


accompanied by a rise in firm creation.® The Bank’s autumn Business Outlook 
Survey, together with other recently published private surveys, shows that 
firms expect a better performance over the next 12 months than over the past 
12 months.’ 


6 There could be as many as 40,000 more firms with at least one employee than a year ago, following an 
extended period of stagnation since 2008. (See remarks by Stephen S. Poloz, “Returning to Natural 
Economic Growth,” speech delivered to the Vancouver Board of Trade, 18 September 2013.) 


7 Other surveys generally supporting this view include the C-Suite Survey, CFIB Business Barometer, 
CPA Canada Business Monitor and the BMO Small Business Confidence Report. 


15 


16 


CANADIAN ECONOMY 
BANK OF CANADA * MONETARY POLICY REPORT « OCTOBER 2013 


Chart 18: Credit conditions for Canadian firms remain favourable 
Balance of opinion 


Tightening 


2007 2008 2009 2010 2011 2012 2013 


— Overall business-lending conditions from the Senior Loan Officer Survey@ 
8 Overall credit conditions from the Business Outlook Survey® 


a. Weighted percentage of surveyed financial institutions reporting tightened credit conditions minus the 
weighted percentage reporting eased credit conditions 

b. Percentage of firms reporting tightened credit conditions minus the percentage reporting eased credit 
conditions 

Indicates a balance of opinion of zero 


Source: Bank of Canada Last observation: 2013Q3 


Solid underlying conditions are also building a supportive foundation for 
investment. Corporate balance sheets are healthy, with low aggregate 
leverage and abundant levels of working capital. Despite higher long-term 
interest rates, financial conditions in Canada remain accommodative, given 
the considerable monetary stimulus currently in place (Chart 17). This is 
underscored by responses to both the Bank’s Senior Loan Officer Survey 
and the Business Outlook Survey, which indicate that business-lending con- 
ditions remain favourable (Chart 18). Indeed, there has been some firming 

in business credit growth in recent months, including strong bond issuance, 
partly because firms are locking in at relatively low rates. 


Household imbalances are expected to unwind gradually 


Household expenditures (for both consumption and residential investment) 
have been stronger than was anticipated in July. Consumption has been 
underpinned by an improvement in consumer confidence, together with 
gains in employment and disposable income, and by the large financing 
incentives offered on purchases of automobiles. The recent vigour in resi- 
dential investment may partly reflect activity that has been pulled forward 
in anticipation of higher interest rates on mortgages. However, the growth 
of household credit has continued to slow and is well below its historical 
average, consistent with a gradual unwinding of household imbalances 
(Chart 19). Market intelligence suggests that a number of contributing fac- 
tors, including a reduction in purchases by first-time homebuyers and larger 
debt repayments, are also likely to be playing a role. 


Despite slowing growth in household credit, consumption is still expected 
to increase at a moderate pace, in tandem with the expansion of disposable 
income (Chart 20). This profile is consistent with a high degree of consumer 
caution, which is reflected in a savings rate that is well above the average of 
the past decade. 
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Chart 19: The growth of household credit has continued to trend down 


Year-over-year percentage change, monthly data 


2008 2009 2010 2011 2012 2013 
—— Consumer credit —— Total household credit 
—— Residential mortgage credit =-- Average total household credit growth 


from 1992 to present 


Source: Bank of Canada Last observation: August 2013 


Chart 20: Consumption is expected to grow at a moderate pace 
Year-over-year percentage change, quarterly data 


2007. 2008 2009 2010 2011 2012 2013 2014 2015 


-—— Household disposable income == Nominal consumption 


Sources: Statistics Canada and Bank of Canada calculations and projections 


Credit conditions for households continue to be supportive of household 
expenditures, with effective borrowing rates at low levels. However, the 
increase in mortgage rates in recent months should exert a slight dampening 
effect on residential investment over coming quarters.® Residential investment is 
therefore projected to decline from the current historically high levels toward a 
more sustainable position. The household debt-to-income ratio, which edged 
up in the second quarter and is at a high level, should have a flat-to-lower 
profile over the projection horizon. In the base-case projection, debt-service 
ratios will rise gradually but will remain low (Chart 21). 


8 For example, the rate for a typical 5-year mortgage has risen by roughly 85 basis points since June. 
The impact of the higher mortgage rates will be felt initially by first-time buyers and homeowners with 
variable-rate mortgages (about one-third of homeowners). Many of those renewing their mortgages 
now are still able to renegotiate their contracts at more favourable conditions than under their expiring 
contracts. 
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Chart 21: The household debt-to-income ratio is at high levels, but 
the debt-service ratio is very low 
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Source: Statistics Canada Last observation: 2013Q2 


While the Bank expects household caution to dampen spending over the 
forecast horizon, it is possible that, with still-favourable borrowing condi- 
tions, household expenditures could gather renewed momentum. The firm- 
ness in a range of housing market indicators in recent months reinforces this 
possibility. If the market strengthens further, it could increase the risk of a 
correction in house prices down the road. 


Overall growth is expected to become more broadly based 


Relative to the July Report, the outlook for economic growth in Canada is 
somewhat weaker over the projection horizon, owing to reduced contribu- 
tions from net exports and business investment (Table 2 and Table 3). 

The Bank forecasts an improvement in the underlying momentum of the 
economy through 2014 as external demand strengthens and business con- 
fidence rises. On an average annual basis, real GDP growth is projected to 
increase from 1.6 per cent in 2013 to 2.3 per cent in 2014 and 2.6 per cent 
in 2015. Given the degree of uncertainty inherent in projections, the Bank 
judges that GDP growth will likely be within + 0.5 percentage points of the 
base-case projection in 2014, with a somewhat wider range in 2015 (see 
Box 1 on page 5). 


The pickup in the economy is projected to be driven by a rebound in the 
contribution of net exports. This dynamic is also expected to stimulate 

a more solid contribution from business fixed investment over time. The 
economy will continue to be supported by moderate growth in consumer 
spending, while residential investment will remain relatively flat, consistent 
with a convergence toward a more sustainable level of activity. Government 
spending is expected to contribute only very marginally to real GDP growth 
over the projection horizon, in line with the plans of federal, provincial and 
local governments to consolidate spending to achieve fiscal balance. 


Table 3: Summary of the projection for Canada? 
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2015 

Qi Q2 Q3 Q4 
Real GDP (quarter-over-quarter 2.3, .\9 2:4 2.6 alee) Lot 2.6 225 
percentage change at annual rates) _ | (2.8) | 2.8) | @8) | (2.8) | 2.5) | @4) | @2) 
Real GDP (year-over-year percentage eo | 24 | 2.4 is am yak rat a ane a f 
change) © Se Se ee ie(2-9)) | de-1) 1 (2-8) 07 (2.8) | (2.7) | (2:6). | (25) 
Core inflation (year-over-year est | ade Weld 18 | 1.9 1ST) 240 
percentage change) ee eh. es) | oy 1 20)! (20) | 12.0) 
Total CPI (year-over-year percentage ee) wae si 18 | 1.9 Nia Ney as) 
change) tas Ceo get eet (UG) GES) ie an GES) es i @ES) (2:0) (2:0) 9) (2:0) 
Total CPI excluding the effect of the HST oye ih alae 128, | 19 ace | eH, 
and changes in other indirect taxes felipe) Pe ( 1.6) Nao) an etsy | K2.0)) | 2:0) 1) 42:0) 

(year-over-year percentage change) | | | | 
WTI? (level) | | | 99 | 97 | 95 | 93 | 91 | 90 | 88 
Pee ieee |" | @4) | (03) | (94) | (93) | (91) | (90) | (88) (87) | (86) 
Brent? (level) | 103 | 110 107. «+105 104 102 ; 100 99 98 
| (103) | (106) © | (102) | (100) | (99) (98) | (96) (95) | (94) 


a. Figures in parentheses are from the projection in the July 2013 Monetary Policy Report. 


b. Assumptions for the price of West Texas Intermediate and Brent crude oil (US$ per barrel) are based on an average of futures contracts over the two weeks ending 
18 October 2013. 


Potential output growth is projected to remain fairly stable 


Potential output grew at a noticeably slower pace during the recession (see 
Appendix A). Since 2010, the growth of Canada’s production potential has 
begun a gradual recovery, as trend labour productivity picked up with the 
strong rebound in business investment.? Although much uncertainty sur- 
rounds estimates of potential output, the Bank projects that the profile for 
business investment will lead to further capital deepening (i.e., more capital 
will be available to workers) and will contribute to continued improvements 
in trend labour productivity over the next couple of years. In this regard, the 
expected rise in machinery and equipment investment, which has been rela- 
tively weak in recent years, should support the future performance of labour 
productivity. However, demographic factors, primarily the aging population, 
are expected to result in a slowdown in the growth rate of trend labour input 
and to largely offset these other effects. 


On an average annual basis, potential GDP is expected to advance at a rate of 
around 2 per cent over the projection horizon, with a range of +0.3 percentage 
points. This is slightly weaker than assumed in the previous projection. 


The sizable amount of excess supply should be absorbed gradually 


Taking into account the various indicators of capacity pressures, the Bank 
judges that the amount of slack in the economy in the third quarter of 2013 
was between 1 and 2 per cent. While this range for the output gap reflects 
the significant uncertainty surrounding any point estimate, the Bank is 
building the base-case economic projection using the midpoint of the range 
(i.e., 1.5 per cent). This is a somewhat greater degree of slack than expected 
in the July Report, mainly because the level of real GDP in the third quarter 
was lower than anticipated by 0.4 per cent. 


9 Trends described in this section remove cyclical variation from the raw data. 
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The Bank’s conventional measure suggests that the output gap was close 
to the lower end of the 1 to 2 per cent range (Chart 22).'° Moreover, recent 
data from the Bank’s autumn Business Outlook Survey, which show that 
the indicators of labour shortages and capacity pressures have increased, 
are consistent with a gap near the lower end of this range. In the present 
environment of weak demand and ongoing uncertainty about future 
demand, firms are using existing capacity more intensively and waiting to 
make investments that would increase capacity. As they adjust their oper- 
ations to current needs, more firms are reporting some challenges finding 
workers with specific skills or for specific positions. 


An alternative structural approach (See Appendix A) suggests that the 
output gap is closer to 2 per cent in the third quarter. This reflects material 
slack in total hours worked, as well as a level of labour productivity that is 
considerably below its trend." Other labour market indicators also point 

to a somewhat greater degree of slack than the conventional measure. For 
example, the proportion of involuntary part-time workers and the average 
duration of unemployment are still elevated (Chart 23), and wage increases 
remain subdued (Chart 24). 


With the projected profile for growth in real GDP exceeding the assumed 
growth of potential output over the next two years, the Bank expects that 
the economy will gradually return to full production capacity around the end 
of 2015. On balance, the economy is projected to operate with a slightly 
larger amount of slack over the next two years than was anticipated in the 
July Report. 


Chart 22: Significant excess capacity remains in the Canadian economy 


% % 
3 
70 
2 
60 
50 U 
40 Y 
30 t 
20 “2 
10 “3 
0 -4 
2007 2008 2009 2010 2011 2012 2013 
Mii Some and significant difficulty4 (left scale) --—- Conventional measure of 
@8H Labour shortages? (left scale) the output gap° (right scale) 


se) 


. Response to Business Outlook Survey question on capacity pressures. Percentage of firms indicating that 
they would have either some or significant difficulty meeting an unanticipated increase in demand/sales. 
b. Response to Business Outlook Survey question on labour shortages. Percentage of firms reporting 
labour shortages that restrict their ability to meet demand. 
c. Difference between actual output and estimated potential output from the Bank of Canada’s conventional 
measure. The estimate for the third quarter of 2013 (indicated by *) is based on an increase in output of 
1.8 per cent (at annual rates) for the quarter. 


Source: Bank of Canada Last observation: 2013Q3 


10 The conventional measure is based on the extended multivariate filter method (see L. Butler, “The Bank 
of Canada’s New Quarterly Projection Model (QPM), Part 4. A Semi-Structural Method to Estimate 
Potential Output: Combining Economic Theory with a Time-Series Filter,” Technical Report No. 77, 
Bank of Canada, 1996. 


11 The level of average hours worked continues to be below its trend, driven primarily by youth 
underemployment. 
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Chart 23: Recent data on involuntary part-time work and the average duration 
of unemployment point to the persistence of excess supply 
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a. Expressed as a percentage of total part-time employment, unadjusted, 12-month moving average 
b. Expressed as a 12-month moving average, in weeks 


Sources: Statistics Canada and Bank of Canada calculations Last observation: September 2013 


Chart 24: Wage increases have been subdued recently 


Quarterly data 
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—— Compensation per hour (year-over-year percentage change) 
—— Average hourly earnings of permanent workers (year-over-year percentage change) 


Sources: Statistics Canada and Human Resources 
and Skills Development Canada Last observations: 2013Q2 and 2013Q3 


CPI inflation is expected to return slowly to target 


Both core and total CPI inflation remain subdued (Chart 25). With a larger 
and more persistent amount of excess supply in the economy than pro- 
jected in July, the return to target is now expected to take place somewhat 
later than previously anticipated. 


Core inflation edged up from an average of 1.2 per cent in the second 
quarter to an average of 1.3 per cent in the third quarter. Low core inflation 
continues to reflect persistent material excess capacity in the economy, 
heightened competitiveness pressures and certain sector-specific factors. 
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Chart 25: Total CPI inflation is projected to return slowly to 2 per cent 
Year-over-year percentage change, quarterly data 
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a. CPI excluding eight of the most volatile components and the effect of changes in indirect taxes on the 
remaining components 


Sources: Statistics Canada and Bank of Canada calculations and projections 


These factors include the impact of the unwinding of the sharp rise in global 
agricultural prices on core food prices, as well as lower auto insurance pre- 
miums in Ontario. 


Various alternative measures of core inflation have all fallen to well below 
2 per cent since the second half of 2012 (Chart 12). Abstracting from 
idiosyncratic developments that affect some of these measures, the Bank 
assesses underlying inflation to be around 1.5 per cent. 


The estimated impact of temporary factors on inflation is subject to some 
uncertainty. The Bank’s base-case projection assumes that these temporary 
factors will gradually dissipate in coming quarters. Competitiveness pres- 
sures in the retail sector are expected to continue to dampen the level of 
prices, although their effects on the inflation rate are expected to dissipate 
in late 2014. With well-anchored inflation expectations, core inflation is 
projected to return slowly to 2 per cent around the end of 2015 as excess 
capacity is absorbed.” 


Total CPI inflation also remains subdued, at just above 1 per cent on 
average in the third quarter, up from an average of 0.7 per cent in the 
second quarter. This reflects not only the rise in core inflation but also firmer 
prices for a number of volatile components, notably gasoline. The lower level 
of total CPI inflation relative to core largely reflects downward pressure from 
mortgage interest costs. Total CPI inflation is expected to return gradually to 
target around the end of 2015. 


12 Anew measure has recently been added to the Bank’s set of alternative measures of core inflation. 
Labelled the “common component” of CPI, the new measure is designed to extract the component of 
inflation that is common across all the individual series that make up the CPI. In contrast to some other 
alternative measures, It is not affected by sector-specific price movements. It also appears to capture 
price movements that are indicative of fluctuations in aggregate demand in Canada. See M. Khan, 

L. Morel and P. Sabourin, “The Common Component of CPI: An Alternative Measure of Underlying 
Inflation for Canada,” Bank of Canada Working Paper No. 2013-35. 


13 As previously assumed, the indirect effects associated with the restoration of the provincial sales tax in 
British Columbia are expected to have a minor effect on core inflation over the projection horizon (see 
the April 2012 Monetary Policy Report). 
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Indicators of inflation expectations remain consistent with the Bank’s pro- 
jection, which shows inflation remaining below the 2 per cent target until 
around the end of 2015. In this regard, the October Consensus Economics 
forecasts for total CPI inflation were 1.1 per cent in 2013 and 1.8 per cent in 
2014. According to the latest Business Outlook Survey, inflation expectations 
are little changed. While almost all firms expect CPI inflation to be within the 
Bank’s 1 to 3 per cent inflation-control range over the next two years, the 
majority expect it to remain in the bottom half of that range. A number of 
firms cited the current lack of inflationary pressures and subdued demand 
as factors driving their expectations. Market-based measures of longer-term 
inflation expectations continue to be consistent with the 2 per cent inflation- 
control target. 


A reasonable range around the base-case projection for total inflation in 2014 
is + 0.3 percentage points (Box 1). This range is intended to measure ex ante 
forecast uncertainty. A complement to this range is shown in Chart 26 and 
Chart 27. These fan charts are derived using statistical analysis of ex post 
errors from the Bank’s projection models. They depict the 50 per cent and 
90 per cent confidence bands for year-over-year core inflation and total CPI 
inflation from the fourth quarter of 2013 to the end of 2015. 


Chart 26: Projection for core CPI inflation Chart 27: Projection for total CPI inflation 


Year-over-year percentage change, quarterly data Year-over-year percentage change, quarterly data 


2011 2012 2013 2014 2015 2011 2012 2013 2014 2015 


—— Projection 50 per cent confidence interval — Projection #50 per cent confidence interval 


90 per cent confidence interval 90 per cent confidence interval 


Source: Bank of Canada Source: Bank of Canada 
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Risks to the Inflation Outlook 


The fundamentals that drive the outlook for inflation are subject to several 
risks emanating from both the external environment and the domestic 
economy. The overall uncertainty surrounding the outlook is lower than it 
was a year ago, in part because the risks of some extreme events, such as 
a reintensification of the euro-area crisis, are significantly lower. The Bank 
judges that the risks to the projected inflation path are roughly balanced. 


The most important external risks are: 


(i) 


(ii) 


Stronger growth in advanced economies 


More-robust economic growth than projected in the advanced 
economies is the major upside risk to inflation in Canada. Once the 
drag from fiscal policy dissipates, the United States is poised for 
faster growth, given the adjustments that have already occurred in 
the financial and household sectors. Growth in Europe and Japan 
has been faster than expected. The combined effect might produce 
a virtuous circle in which a more rapid recovery boosts confidence 
that will feed back into demand. Greater global demand would in turn 
translate into higher exports for Canada, rising commodity prices 
and an improvement in the terms of trade, which will support higher 
incomes and spending. 


A more protracted and difficult euro-area recovery 


Despite the recent improvement in economic conditions in the euro 
area and the reduced risk of a reintensification of the euro-area crisis, 
labour markets remain severely stressed, and progress on critical 
reforms has been slow. This could lead to a more protracted and dif- 
ficult recovery, punctuated by renewed bouts of financial turbulence 
and uncertainty. Since Canada’s direct trade links to the euro area 
are limited, the effects would be felt mainly through confidence and 
financial channels, as well as through indirect trade links. 


The most important domestic risks are: 


(i) 


Weaker exports 


Canada’s exports have been much weaker than anticipated and 

only a portion of that weakness can be explained by slower growth 

in foreign demand. While the base-case forecast assumes that the 
wedge between the level of exports and foreign demand will persist 
over the projection period, there is a possibility that exports could be 
even weaker than assumed. This risk could materialize if, for example, 
competitiveness challenges are greater than anticipated, resulting 

in an even larger loss of market share than assumed for exports. 
Reduced exports would likely translate into slower growth in business 
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(ii) 


(iii) 


investment, since there would be less need to expand capacity. 
Together, weaker exports and business investment would pose a 
downside risk to inflation. 


Domestic momentum builds faster than expected as confidence returns 


Uncertainty about the strength of domestic and foreign demand is 
weighing heavily on firms’ investment intentions. Once the recovery in 
foreign demand becomes more solidly entrenched, and with domestic 
demand continuing to grow at a moderate pace, business sentiment 
could improve rapidly. The sequence of stronger exports, rising confi- 
dence and increased investment could result in stronger overall growth 
and is an upside risk to the inflation outlook. 


Disorderly unwinding of household sector imbalances 


The elevated level of household debt and stretched valuations in some 
segments of the housing market remain an important downside risk 
to the Canadian economy. The continued slowing in household credit 
growth and the rise in mortgage interest rates point to a gradual 
unwinding of household imbalances. However, recent data suggest 
some risk of renewed momentum in the housing market. This would 
provide a temporary boost to economic activity, but could exacerbate 
existing imbalances and therefore increase the probability of a cor- 
rection later on. Such a correction could have sizable spillover effects 
to other parts of the economy and to inflation. 
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Appendix A: Potential Output 


This appendix provides details on how potential output is esti- 
mated and an analysis of its likely evolution through to 2016. 
Identifying the current level of potential output enables the 
Bank of Canada to estimate the output gap, and the projection 
of potential output growth sheds light on the prospects for 
economic growth in Canada. 


Estimating Potential Output 

Potential output is the level of output that can be sustained 
in an economy without adding to inflationary pressures. 
Estimating potential output is difficult because it is not directly 
observable. The Bank therefore relies on various models, 
indicators and judgment to arrive at an estimate that includes 
both historical and future growth. To help assess potential 
output, estimates based on demographic cohorts and 
production functions are used. Such estimates incorporate 
(among other things) information about demographics, 
wealth, investment and labour market developments. In the 
process, potential output can be decomposed into separate 
analyses of trend labour input (total hours worked) and trend 
labour productivity (real output per hour worked). 


Potential Output Growth in Canada: 


A Historical Perspective 

The growth rate of potential output can vary significantly 
over time. In Canada, potential output growth over the past 
20 years can be divided into three distinct periods: the pickup 
in the mid-to-late 1990s; the slowdown in the 2000s; and the 
recession and beyond (Chart A-1). 


The early 1990s were characterized by a significant strength- 
ening in the growth rate of potential output. Beginning in 
about 1993, potential output began to increase with the 

start of the boom in technology production. Many new and 
innovative companies appeared on the Canadian business 
landscape, and often became industry leaders in the develop- 
ment and production of information and communication 
technologies (ICT). Both labour and capital flowed into this 
high-value-added industry, simultaneous with a productivity 
boom that continued until 2000. Throughout this period, the 
growth of trend labour input remained stable. 


Chart A-1: The growth rate of potential output is expected to 
remain fairly stable around 2 per cent over the projection 
horizon 
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After 2000, productivity growth in Canada began a decline 
that would continue throughout the decade. The drop-off 
was characterized by weak investment in new technology, 
and a significant gap continued to exist between Canada and 
the United States in terms of ICT stock per worker.’ With 
stable growth in trend labour input, this decline in labour 
productivity growth translated into a near one-for-one slow- 
down in potential output growth. 


(continued...) 


1. The reasons behind Canada’s weak investment and poor productivity perform- 
ance since 2000 are manifold. They range from the greater prevalence in Canada 
than in the United States of small businesses that are less likely to invest in new 
technologies to the role of the appreciation of the Canadian dollar in eroding the 
competitiveness of Canada’s exporters, and lags associated with the economy's 
adjustment to commodity price shocks. It is also possible that U.S. firms took 
more advantage of offshoring and outsourced the least-productive stages of 
production, which contributed to the growing productivity gap between the two 
countries. Finally, there are measurement challenges for both output and prices 
(particularly in the resource and service sectors) that could be playing a role in the 
decline in the growth rate of Canadian labour productivity. 
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The recent recession led to a sudden drop in the growth rate 
of potential output. Some businesses shut their doors, capital 
was scrapped or left idle, and firms continued to use older 
vintages of capital as investment dried up, precipitating a drop 
in the trend labour productivity growth. Since the recession, 
there has been a small increase in trend labour productivity 
growth, reflecting a slow, but steady, recovery. Firms have yet 
to make major investments in new, productivity-enhancing 
machinery and equipment (M&E), but continue to undertake 
small upgrades that are improving productive capacity at the 
margin. Beginning around 2008, however, the effects of an 
aging population on labour supply also became more notice- 
able. As more baby boomers approach retirement age, there 
will likely be a persistent decline in the growth rate of trend 
labour input (hours worked), which will dampen potential 
output growth. 


The Outlook: Where Is Potential Output Headed? 
The growth rate of potential output is expected to remain 
fairly stable at around 2 per cent in the next three years 
(Table A-1), since the projected pickup in the growth rate of 
trend labour productivity will be offset by a further decline in 
the growth of trend labour input. 


Table A-1: Assumptions for the growth of potential output 


2014 2015 2016 

Potential | 

output growth 1.9 (2.2) 2.0 (2.1) | 1.9 
Trend labour 

input growth 0.7 (0.7) 0.6 (0.6) 0.5 
Trend labour | 
productivity 1.2 (1.5) 1.4 (1.5) 1.4 
growth | 


Note: Figures in parentheses correspond to October 2012 estimates. 


The forecast for potential output growth has been revised 
down slightly owing to lower-than-expected labour productivity 
growth in the last half of 2012 and the first half of 2013, as well 
as the delay in the expected pickup in demand for exports and 
investment. Both of these factors have led to small downward 
revisions to the profile for trend labour productivity growth 
throughout the projection period and, hence, to the projection 
for potential output growth. Moreover, this revised forecast 
better balances the risks surrounding potential output growth. 


The continued slowdown in the growth rate of trend labour 
input over the projection period reflects a combination 

of reduced employment rates associated with aging baby 
boomers and a slowdown in the growth rate of new labour 
force entrants, owing to relatively low fertility rates over the 
past 20 years. Uncertainty surrounds the projection for trend 


Chart A-2: Total business investment is high relative to GDP, 
mainly reflecting strong gains in engineering activity 
Ratio of nominal business investment to nominal GDP, quarterly data 
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labour input, particularly that related to the future participa- 
tion rate and average hours worked by older workers, which 
will depend importantly on their financial situation. 


Trend labour productivity growth is expected to rise throughout 
the projection period, reaching 1.4 per cent in 2015. Robust 
investment growth over the projection horizon will contribute 

to an acceleration in capital deepening, further building on the 
currently elevated ratio of investment relative to the capital stock 
and the current high share of investment in GDP (Chart A-2). 


Since the recession, the relatively high level of investment 
spending has been supported primarily by investment in 
engineering in the mining, oil and gas sector (Chart A-2). 
Relative to historical standards, investment remains weak in 
productivity-improving M&E and in research and develop- 
ment (R&D). Investment in M&E contributes directly to 
productivity through capital deepening. Both investment in 
M&E and in R&D are also associated with the adoption of 
new technologies and processes that have a further positive 
effect on productivity. 


As foreign activity and exports pick up over the projection 
horizon and Canadian firms increase their investment in 
M&eE, a rebound in the rate of labour productivity growth 

is expected through both of these channels. Other factors 
that are expected to contribute to the recovery in the growth 
of trend labour productivity are Canada’s highly educated 
workforce, which will enable the quick and efficient adoption 


(continued...) 
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of new technologies, and the continued adjustment to the (0.8 per cent) and trend labour productivity of 1.4 per cent. 
strong Canadian dollar as firms adapt to highly competitive This is a significant increase from 1.1 per cent in 2013 anda 
international markets and make the necessary investments to rate materially higher than the historical average of 1.1 per 
become more productive. cent. On the downside, there could be a small outright decline 
A sensitivity analysis of the various assumptions on which the eek vou peounoty ty tee ae SOE ee 
eee ace 2013, while the slowdown in trend labour input growth could 
projection is based suggests a range of growth of +0.3 per- me é 
é' be more pronounced than anticipated, with a plausible lower 
centage points around the base case. For instance, a plausible 
a bound judged to be about 0.6 per cent. Together, these growth 
ee en atu ee ZOU ie judged {0 rates imply a growth rate for potential in 2014 of 1.6 per cent 
be about 2.2 per cent, which assumes no slowdown in trend ae P re 


labour input growth from population aging relative to 2013 
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